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~ In accord with the olan of rotation ihe upon by the Allied Social Selene Associations 
for an “all-óut” joint meeting every three years, we met this intermediate year as inde- 
pendent groups, co-operating in the program by express arrangement. The program sessions ` 
of the American Economic Association took place at the Palmer House, from Wednesday ` 
morning to Saturday noon, December 27 to 30. Joint or cosponsored sessions had been 
. arranged with the following ‘eight organizations: American Statistical Association, Econo- - 
metric Society, American Finance. Association, American Farm Economic Association, 
- American Marketing Association, Economic History Association, Industrial Relations Re- 
search Association, and Association of University Teachers of: Insurance. Each association » 
distributed. its own preliminary announcement, but the programs of all those named were- 
included in the joint program available at’ the ‘meetings. Several sessions: which the American - 
Economic Association is merely cosponsoring are not listed in this announcement; the 
„greater number are offerings of the Econometric Society. The American Historical Society 
‘and the Association of American Law Schools also met in Chicago at approximately the 
same time. : 

‘Our program was- not, this year, o around any one central hena or small: 

number of themes. A somewhat more average number of sessions were devoted to 
economic theory, broadly construed. The majority of the sessions dealt with various cur- 
rently vital problems. In these, an effort was made to have papers-bear upon the general - 
issue of private choice, with the market system as ‘co-ordinating agency, versus govern-__ 
mental control. However, in the process of program building and securing papers on par- 
ticular topics, this relationship tended to become obscured. The major concentration of the” 
- program was in the field of foreign: relations, and this was carried somewhat farther tharr. 
originally planned after the crisis in connection with the Korean war developed in mid- 
summer, Partly because economic history has seemed to be somewhat neglected in recent | 
years and because an opportunity was afforded for.co-operation between economics and ` 
still other disciplines, particular emphasis was laid on the broad phenomenon of “under-- 
developed areas”—the facts of differential economic progress, their causation and import, 
and the resulting problems for the United States. Five sessions dealing with different topics 
under’ this head pivoted around the conception and issues of Point Four: 
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To be sure they equate algebraic symbols with quantitative economic 
terms, but only with loose terms that different economists can-construe 
quite differently. Let me cite just one of several possible examples. 
There is a fair consensus on the proposition that marginal revenue 
tends to equal marginal cost. There are sharp differences on the 
meaning of cost and the way to measure it. It is the formula, not its 
empirical meaning, that has gained currency. - 

If during the past decade or so institutionalist answers to economic 
questions have lost ground in competition with model analysis answers, 
I suggest that it is partly because they have not been put. up in the 
same kind of package. Clearly this is only a partial explanation, for 
institutionalists presumably lacked neat-and i impressive packages for 
their theories twenty or more years ago. Still the lack is a significant 


_ factor in the history of economic thought during the past two decades. 


And it seems a fair question whether economists are well advised to - 


'. buy a theory so largely on the basis of the neatness and impressive- 


ness of the package in which it comes. 

The major factor to which I attribute the silencing effect on insti- 
tutionalism is the change in models. During the “teens” and twenties 
the. models in vogue were highly unrealistic. Further, they had never 
succeeded in purging themselves of certain ethical implications. On . 
the whole they were in the laissez faire tradition. Veblen characterized 
this type of implicit model analysis as bourgeois honiiletics. Institu- 
tionalism objected to it both because it was unrealistic and because it 
tended to support a hands-off public policy. Implicit model analysis 
was rightist in political orientation; institutionalism challenged it from 
the left. 

Just twenty years ago beiore a round table of this Association I 
attempted a summary statement of the here-and-now phase of the 
institutionalist position. Let me quote some propositions from that 
summary: z 

1. A scientific hypothesis should be .so formulated as to fit existing data. 

2. The theory that real supply is real demand . , . is a reaction to mercantilism that 


goes too far ...a favorable change in the balance of trade may favor business recovery 
or promote business expansion. 
-3. The consumer, the worker, and the saver are no more ultimate in the nexus of prices 
than the business enterprise. 
_4, Mitchell in his Business Cycles traces the cumulative expansion of incomes and ex- 


penditures of businesses, families, and governments during recovery and prosperity and 


the cumulative contraction . . . during recession . . . we may fairly call Mitchell’s 
theory . . . the first triumph of the empirical natural science method in the study of the 
behavior of prices and production. 

5. We should define the price level . .. . a mere average of prices, There may 
at times be a pervasive ‘common influence | on ie such as a credit stringency, or a cumula-~ 


‘tive movement of prices. 


A 


6. The behavior of the level of commodity. prices from late 1925, to 1929 is difficult to 
account for on the basis of monetary and credit conditions. Specific factors Arere 
specific commodity prices appear to account for this period eee 
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models—or some of them—have become more realistic. I want to 
.consider this development in a moment. It is more complicated than 
it sounds. No doubt revising models in a realistic direction did some- 
thing to decrease the theoretical differences between model analysts ` 
and institutionalists. However, it was not becausė- these theoretical 
differences became small that little institutionalist criticism of model . 
analysis was heard during the forties. 
Before. taking up the quieting effects of the revised and more real- 
istic models lét me note a second factor that has helped to reinforce - 
these quieting effects. This reinforcing factor may be called the pro- 
pensity of economists to, buy their theory by the package. 
Model analysis has thus far been confined to quantitative felition- 
ships and it has invariably involved a great oversimplification of the 
real world. Institutionalism has been concerned to emphasize the com- 
plexity of reality and the importance of qualitative as well as quanti- 
tative facts. i 
A simple, neat, schematic answer to a question has always had a 
survival value quite out of proportion to its real merit. It is easier to. 
remember than a more complicated one and easier to communicate to 
others. ` 
The answers that model analysis mere to encia economic 
‘questions are often somewhat intricate. But they are usually neat and - 
schematic.. Also, however intricate they may be, they necessarily over- 
simplify reality by largely excluding qualitative facts; and they com- 
-monly oversimplify it by dealing with a very restricted number of 
variables. Model analysis answers are enough like simple answers to 
enjoy the same advantages: they are easy. to remember and easy to 
communicate. Moreover, they have an advantage that a simpler answer. 
does not: a prestige value. Mathematics has come to be regarded as 
part of the ritual of science. Economic model analysts have been able, 
by practicing this ritual, to command an economic rent through me 
principle of merit by association. 
Because they are easy to remember and communicate and ET 
. they sound scientific, the answers model analysis offers to theoretical 
economic questions have a survival value greater than they deserve: 
Let me push this point a step further, Certainly the merit of an 
answer depends upon its meaning. But a model analysis answer in the 
field of economics can have—or at any rate so far has had—survival 
value, even when economists have not agreed on ‘its meaning. Various 
~ forms of words have gained wide currency among economists, forms 
that can be translated into-algebra, particularly forms that can be | 
visualized in geometric diagrams. I say “forms of words” because | 

it appears to be the form, not the content, that has acquired SUTEEI 
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_ INSTITUTIONAL ECONOMICS AND MODEL ANALYSIS 


i By Morris A. COPELAND 
/ Cornell University 


Institutionalism has two main phases: one concerned with the 
process of cultural evolution; the other with the here and now. The 
line between these two phases is, in one sense, a line between the long 
run and the short run, but not in the sense familiar in model analysis. 
The institutionalist thinks even the long-run considerations of the 
model analyst ought to be fitted into his here-and-now category. By 
and large the longer-term cultural evolutionary phase of institutionalism 
and model analysis belong to separate universes of discourse. There 
can be no real clash between them. | 

But the subject matter of the here-and-now phase of institutionalism 
and that of model analysis somewhat overlap. There has been and still 
is a sharp clash between these two approaches to the study of eco- ~ 
nomics, 

The “has been” part of this statement needs a slight qualification; 
the “still is” part clearly calls for elaboration. 

When I say there has been a sharp clash, I refer to the debate that 
reached its peak during the twenties. It is true we did not talk much of’ 
model analysis in those days. At the time, the proponents of this rather 
mathematical mode of thought called it simply “economic theory” or 
“economic analysis,” as if this approach to the study of economics were 
the only logical one. The institutionalists, to distinguish it from their 
own mode of theorizing, called it “system theory.” But it will probably 
be conceded that what they meant by system theory was essentially an 
implicit form of model analysis. Let me say then that there was a sharp 
clash between the implicit model analysis of twenty or more years ago 
and institutional economics, and that during the past fifteen years 
model analysis has become explicit and much less has been heard of the 
clash. | 

Why has less been heard of the clash? Have the differences between 
model analysts and institutionalists really been ironed out? Prior to 
the mid-thirties economists in the English-speaking world used mathe- 
matical symbols somewhat sparingly. The change-over from system 
theory to model atialysis marks a much more liberal use of algebraic 
and calculus notation. Certainly this change-over did not placate the 
institutionalists. But it was accompanied by model changes. 

I think the main reason why relatively little has been heard from 
institutionalists of late stems ultimately from these changes. The 
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in the economy unnecessary. Since, in the absence of unnatural re- 
straints, the economy will take care of itself, no one need bother 
about details. The very great number of students who have neverthe- 
less done so, especially during the past half-century, seems to indicate 
that we do not trust the invisible hand quite as unreservedly as strict 
orthodoxy stipulates. Conversely, the more we know of what is 
actually going on, the better prepared we are to deal with our prob- 
lems realistically ‘and the more likely we are to try to do so. 

Simply to identify institutionalism with empiricism-is a mistake. 
Descriptive studies are the spadework of institutionalist thinking; but 
they do not produce a body of theory by spontaneous generation. 
Nevertheless, they do quite visibly give evidence of “the cultural in- 
cidence of the machine process.” One of my most empirical colleagues 
remarked one day after perusing one of my effusions, “Why do you 
go to so much trouble to establish ‘keeping the machines running’ as 
a principle of social action? I would accept it without argument!” 
Now the shift of focus from keeping prices in equilibrium to keeping. 
machines running seems to me to have a vast significance of which—at 
that moment, at least—my colleague was unaware; and precisely on. 
that account his unconsidered willingness to adopt a cee cri- 
terion of welfdre struck me as highly suggestive. 

. Without being fully aware of its implications (since, aliet all, most 


: people are not social philosophers), the whole world has come to accept 


physical production as the criterion of a sound economy. Institutional- 
ism is nothing more, and nothing less, than the intellectual eno 
of that axiom, 
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scientific process does contain a valid criterion of value, and therefore 
of human welfare, then society is not utterly dependent upon the 
assessments of the market as the sole alternative to the (no more 
arbitrary but far less palatable) pronouncements of a dictator. In its 
philosophy of workmanship, institutionalism provides a theoretical 
foundation for general social and economic planning, one which com- 
pletely nullifies the a priori supposition of its critics that planning can 
never be anything but arbitrary.° One may doubt the validity of such 
a theory. But are those who wish to avoid the asperities of dictatorship 
then well advised to ignore such an. alternative to the arbitrary dictates 
both of tyrants and of meee 


V. 


At the conclusion of discussions such as this, I have sometimes been 
asked, “Who, besides -yourself, holds these views?” One obvious an- 
swer is, “Nobody; and even I have never made this particular state- 
ment before, and never will again!” But neither the question nor its . 
answer is very significant. No two of us think exactly alike over the 
whole of any area as large-as the one we have been traversing. The 
-- important thing is not agreement or disagreement among persons, but 
rather logical relationships among ideas. What I have tried to do is to 
point to a series of relationships by virtue of which a certain set of 
ideas seem to förm a pattern. Granted the possibility of error and 
the certainty of incompleteness, still any such set of logical affinities, 
if it exists at all, must touch the work of a very considerable number 
of people—some closely and many more at least to some degree. I 
believe that it could be shown quite easily that the work of all those 
who have been widely recognized as institutionalists bears a close and 
significant relationship to some such pattern as the one I have tried 
to draw; and I believe further that a very great deal of work which 
is not explicitly identified as institutionalist in character is nevertheless 
complementary to institutionalist theory and itself derives added sig- 
nificance from that fact. 

This is true most particularly of empirical studies, or descriptive 
economics. As I have tried to indicate elsewhere,*® the very substantial 
increase of interest in what is actually going on at various points and 
in various regions of the economy, though it contributes little or nothing 
to institutionalist theory, is institutionalist in motive and institution- 
alist in result. One of the most important consequences of classical 
price theory is that it makes detailed knowledge of what is going on 


°” This point is discussed in my article cited above, pp. 227 ff. 
2 “Piecemeal REYOMSOR: Southwestern Social Science Quarterly, June, 1949, PP. 12 ff. 
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hended the subtleties of money and credit, as, some writers have 
- supposed. Veblen saw that tool-using (or instrument-using, as Dewey 
has preferred to say) is physically productive, a creative process that 
underlies all the achievements of mankind; and that the exploits by 
which some men are always seeking to get the better of others are 
an impediment te workmanship and creative achievement. This basic 
‘ethical principle—the instrumental theory of value, as it is now gen- 
erally known—runs.through all of Veblen’s work, and is one of the 
foundation principles of institutionalism. © 

Critics. often say that whatever institutionalism may be, one thing 
is certain: it is not a theory of value. Such a statenient could mean 
various things. It could mean that it is not a theory of price; and that 
is, of course, true. To anyone who is so completely obsessed with the 
notion that price is the sole valid and objective measure of value. that 
he has come to use the terms “value” and “price” interchangeably, any 
proposal to seek an objective criterion of value in some other aspect 
of human endeavor than buying and selling will no doubt, seem to be 
an abandonment of value theory. The issue of ultimate ends is per- 
haps more serious. To anyone who thinks of value as necessarily 

_ derivative from goals which an Almighty Creator (or „His modern 
successor, the Almighty Community) has arbitrarily imposed upon 

„mankind, the proposal to find the criterion of value in the instrumental 
(tool-using) process, and disvalue in its retardation or arrest, will 
appear to be a confusion of “ends” with “mere means.” 

But why “must” values derive from a priori “ends”? Why “must” - 
we attach greater significance to the irrational beliefs and sentiments 
of the community than we do to the actual, objective, and unquestion- 
ably cumulative achievements of hand and brain? After all, scientific 
know-how and industrial technology are social creations, no less, cer- 
tainly, than tribal beliefs and community sentiments. Whatever direc- 
tion science and technology have given and may continue to give to 
social development is no less the dictate of the community than any 
other part of our social heritage. One may fail to find “normative” 
significance in what Edwin Cannan-once called “the heritage of im- 
provement.” But to assume that none is to be found is to ignore not 
only Veblen and Cannan and institutionalism generally, and not only 
the very extensive and formidable work of John Dewey and the in- 
strumentalists, but also the work of many other reputable and accom- 
plished scholars who do-not bear these Rasu; for example, as 
Professor C. I. Lewis.’ 

It is of course apparent that if the pchiiclogical or instrumental or 


*See C. I’ Lewis, An Analysis of Knowledge and Valuation (Chicago: Open Court, 
1946). 
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- In these circumstances I find the common judgment of institution- — 
alism—that it is all very interesting, but that it has no theory and no 
principles—somewhat embarrassing. That is, I feel embarrassed for 
people who entertain such thoughts. Institutionalism is an attempt to 
‘find ‘an answer to the sixty-four dollar question that confronts all eco-` 
nomics: what does the economy mean? Institutionalism proposes to | 
find that meaning in the interplay of institutions and technology, which 
in turn are its basic analytical principles, just as classical theory has 
sought the meaning of the economy in the interplay of wants and 
scarcity, which (transliterated into demand and supply) constitute its 
basic principles. To insist, as some economists now seem to do, that 
only curve-plotting is economic theory is to forget the theoretical pre- 
sumptions from which alone the significance of curve-plotting derives. 
IV 

Economic theory is rightly identified as value theory. From the 
beginning, one of its central. problems has been the relation of value- 
in-exchange to value-in-use. It was at this point that pecuniary analysis 
seemed to.penetrate most’ deeply into the meaning of the~economy; 
for it seemed to discover in the operation of the market the closest 
possible approximation to the value judgments of the community. It 
is likewise. at this point that institutionalism has seemed to display 
its most strategic weakness. 

I am afraid that institutionalist writers must bear a large measure 
of responsibility for this misunderstanding. Their zeal for objectivity 
has led many institutionalists to devote themselves almost exclusively 
_to empirical studies to the neglect of the interpretation of the facts 
their studies have disclosed. Veblen went even farther afield. By his 
ironical disclaimer of any moral judgment he misled a whole genera- 
tion of students into supposing that he really did regard waste and 
usefulness as morally neutral categories, and that his whole analysis 
was therefore rudderless. In doing so I am afraid that he contributed 
substantially to the cultural relativism that was s Just coming into vogue 
during his most active years. ` 

‘But-it is our responsibility not to be misled. Irony notwithstanding, 
a theory of value is implicit in all of .Veblen’s- work. Surely no one 
could read The Theory of the Leisure Class and still declare that Veblen 

really thought just as well of waste as he did of workmanship} Surely 
~ there can be no doubt about his evaluation of pecuniary employmen 
and industrial employments! Further, such judgments were ie n 
means the naive expression of the prejudices of a simple country bq 
who understood about hoes and combines but never quite com 
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over half a century.” Briefly, the theory is that technology (including 
science) is the dynamic force by which modern civilization (and even, ` 
perhaps, all civilization) has been shaped. This is not to say that i 
technology is an external force, external either to human behavior or | 
to social structure. Most emphatically it is not, though much of the 
misunderstanding of institutionalism derives from the supposition that 
it is. Indeed, critics seem to feel no embarrassment over denying that 
civilization is shaped by technology,-which for this purpose they them- 
selves regard as an external force, and then turning about and re- 
proaching institutionalists for talking as though machines invent ' 
themselves. Actually, institutionalism does neither. It does not postu- 
late that machines invent themselves nor does it treat “the state of the 
industrial arts” as something external either to human behavior or to 
social ` structure. 

In recognizing the dynamic character of technology, institutionalism 
of course does not minimize the importance of the institutional pat- 
terns of our own, or any other, society. How could it? The very tag, 
“institutionalism,” signalizes the insistence of Veblen and the institu- 
tionalists generally upon the importance of prevailing institutions in the 
' determination of the wants and scarcities that prevail in any com- 

munity or in any given part of it. Those institutions of course’ derive 
from pre-existing institutions and the immemorial past, of which they 
retain as much as circumstances permit and from which they derive 
their sanction. But the ‘circumstances which shape and modify and 
attenuate the institutional heritage are those of technology. 

- In all this, institutionalism seems to be in line with modern thinking 
generally. Who would now deny that modern Western civilization has 
been largely shaped, and is still being shaped, by science and the 
machine process? Who would now deny that present-day institutions 
are the “residues” of ancient institutions? To recognize that present- 

‘day society is divided into upper, middle, and lower strata is of course 
to recognize that feudalism is still with us. And to recognize the sig- 
nificance of “mobility” in modern society. and of the “fluidity” of 

modern institutions—to recognize that feudalism persists only as a 

“residue” —is to recognize what Veblen ironically called the “contami- 

nation” of ancient beliefs, sentiments, and habits by the discipline of 

science and the machine. 


7 


TA brief but explicit statement to this effect by Mr. Dewey himself appears in Joseph 
orfman, Thorstein Veblen and His America (New York: Viking, 1934), p. 450. Anyone 
-o whom this suggestion comes as a, surprise should reread the opening pages of John 
ewey, The Quest for Certainty (New York: Minton, Balch, 1929). See also Idus L. 
hree, Technology and Institutions (Library of the University of Texas, 1946: un- 
lished~ thesis), The writer states in his preface: “This thesis will point out, by con- 
t reference to Dewey’s re what a large part that distinction plays in his aising; 
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abjuring the use of price data, any more than it-means abjuring the 
use of census data. But it does mean abandoning price theory; that is, 
- the attempt to read the character of the economy in the horoscope of 
price. We do not consider census data useless because nobody thinks of 
it as containing a theory of the economy; and there is nothing in the 
social conception of human nature that would invalidate the statistical 
treatment of price data. It does invalidate price theory; and on this 
account alone the so-called “behavioristic” assumptions of institution- 
alism are indeed highly significant. 


IM 


The consequences of those assumptions are by no means altogether 
negative, Another linkage by which institutionalism has always been 
identified has. been with anthropology, and this also has been a peren- 
nial source of confusion and misunderstanding. Does it mean only that . 
economists must accept human evolution as a fact? But no economist 
denies that fact. Or does it mean only that economics must take account 
of the process of social changer But economics has always done so. 
Economics does not assume the economy to be static, and never has., 
Economic theory has always been—since long before the time of Adam 
Smith—a theory of economic development. 

The truth is that the significance of the anthropological aspect of 
institutionalism can, be grasped only in conjunction- with its behavior- 
istic aspect. What is at issue is not the fact of change, but rather how 
it comes about. If human nature is not antecedent to social structure, ` 
then it is quite useless to try to find an explanation of the development 
of that structure by procedures which begin with a contrary assump- 
tion, and an alternative explanation must be sought. Moreover, if 
human nature itself is a social phenomenon, that alternative explana- 
tion must necessarily be couched in terms of social forces. 

This is the reason for the insistent concern of institutionalists with _ 
social institutions and with “workmanship,” or technology. That con- 
cern has its origin not in a sort of literary interest in describing the 
social scenery in which economic activity occurs but rather in the | 
conviction that social change (including economic development) can be 
explained only in terms of social forces and not in terms of “human” 
wants or “natural” scarcity—both of which are of course defined by ~ 
prevailing institutions and the state of the industrial arts. . 

Thus the substance of institutionalism.is its attempted identifica- 
tion and differentiation of what Veblen called “the larger forces mov- 
ing obscurely in the background” of the surface phenomena of the 
market place: That effort was Veblen’s lifelong preoccupation. It has . 
also been the constant underlying concern of John Dewey for well - 
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things ie turned out, that word has come to be applied to the par- 
ticular crotchets of John Broadus Watson and his closest associates 
rather than to the trend of the whole science of psychology away from 
- psycho-physical parallelism and the stuff of which the “mind” is made 
and toward a functional-conception of human behavior, Needless to - 
say, institutionalism is properly identified with behaviorism in the 
latter sense. Moreover, what is significant is not so much the rejection 
of ‘mind-stuff as the cultural corollary of the functional conception of 
behavior. 

The greater is the significance of learning in human behavior, the 
greater is the significance of what is learned; that is to say, culture. 
What is wrong with classical price theory is its mental atomism. 
Economics is the study of the economy; and classical economics (in 
its.entirety) is an attempt to explain economic patterns as the conse- 
quence of the concatenation of the individual acts of a vast concourse 
of individual human beings who are what they are “by nature.” But 
human beings are not what they are in any intelligible sense of the 
phrase “by nature.” Human beings are social phenomena. Social pat- 
terns are not the logical consequents of individual acts; individuals, . 
and all their actions, are the logical conséquents of social patterns. 

All that institutionalism proposes to do is to accept the full signifi- 
` cance of the conception of human nature which is now axiomatic, not - 
only to all present-day psychologists but to all social scientists. Strange- . 
ly enough, economists themselves do not commonly deny that human 
nature (or individuality, or selfhood) is a social phenomenon. Except 
for very occasional reversions to neo-Cartesianism,® even the most 
orthodox economists do not explicitly reject the premises of twentieth 
century psychology and the other social sciences, notwithstanding the 
fact that contrary assumptions are implicit in their own work. The ex- 
‘planation of this anomaly is to be found, I believe, in what might be 
called professional inertia. The business of devising graphs to represent 
various price patterns has become an enterprise of- such magnitude 
that one can easily devote his life to it without ever pausing to reflect 
that the whole significance of the enterprise derives from assumptions 
which all other scholars now judge to be highly questionable. 

For price patterns can be conceived to reveal the character of the 
economy only if some of those patterns be régarded as the consequence: 
` of a human nature that is antecedent to all social patterns while others 
are regarded as evidence of “unnatural interference.” Recognizing that 
_ human nature is itself a social phenomenon obviously does not, mean 


*See, for example, F. A, Hayek, “The Facts of the Social Sciences,” Ethics, October, 
1943, pp. 1 ff. 
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tionalism as a basic social philosophy. I refer to such things as the 
economic-planning movement and the underconsumptionist movement 
of which Keynesian economics is the most formidable expression. There 
is a natural affinity, so to speak, between institutionalism and all such 
developments which seems to me highly significant.* 

In the present paper I shall have time to note only the principal 
‘features of the institutionalist.landscape. Indeed, I shall limit myself 
to three. All three are well known; but they are known somewhat © 
as distant mountains are recognized by travelers. Are they isolated 
peaks, dating perhaps from different geologic epochs? Or are they 
related features of a single massif? To many commentators they 
have seemed to be quite distinct, and they have therefore, naturally, 
failed to make a pattern; and even those who have postulated a rela- 
tionship by which the institutionalist position is somehow oriented 
have nevertheless found it difficult to figure out just what that rela- 
tionship may be. The difficulty, I think, is only one of perspective. 
Seen in a perspective that brings all three features into view simul- 
taneously, institutionalism appears clearly as a single intellectual 
_ massif, and as such a significant part of the whole intellectual landscape 
of our time. . ; : 


- 


Ol 


-Institutionalism has been identified with behaviorism as long and as 

consistently as it has been identified at all; and over the entire span - 
this association has been a source of general puzzlement, It has been 
recognized as a fact that institutionalists demur at the psychological 
assumptions .of classical price theory, and that they propose to make 
somewhat different- assumptions. But exactly what is the difference 
has remained obscure. 

That obscurity has been due to various circumstances. As is usual 
in such cases, the criticism of the classical conception of human nature 
has developed bit by- bit and has seemed to apply to the details of 
price behavior: the excessive rationality which classical price theory | 
has seemed to postulate, the hedonistic flavor of the traditional con- 
ception of wants, the teleological implications of the “invisible band,” - 
and all that sort of thing. Even when criticism has been wholesale, it 
has too often been couched in terms of “the eighteenth-century climate 
of opinion,” a characterization which is bound to seem opaque to all 
denizens of the twentieth century. | 

Meantime, the word behaviorism. has also proved confusing. As 


* See C. E Avec “The New Economics,” ‘Spiel Review, Summer, 1948, pp. 223 ff. 
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THE CO-ORDINATES OF INSTITUTIONALISM 


By CLARENCE E. AYRES 
University of Texas 
p 
The word institutionalism has been im general use for something 
more than thirty years as the standard designation of a certain way 
of thinking in economics or approach to economic problems. However, 
the development | of that way of thinking covers a much longer time 


span. If there is any one point of general agreement with regard to _ 
institutionalism, it is that of the pre-eminent influence of ‘Thorstein 


`“ 


- Veblen; and this circumstance alone extends the period of development 


of this way of thinking in economics at least to the closing years of . 
the last century. 

But Veblen did not appear in a cultural vacuum. As time passes, it 
is becoming increasingly clear that his ideas form a part of a consid- 
erable stream.’ I.do not think that I can be accused of having failed 
to give Veblen his due, even if I declare that an institutionalist has 
quite as much to learn from John Dewey and the instrumentalists as ` 
from Veblen and his interpreters. Moreover, I agree with those writers | 
who see in Veblen’s ideas, no less than those of Dewey, a development 
of the empiricism of C. S. Peirce? and a response to Darwinian evolu- - 
tion’ and to the infant science of cultural anthropology.‘ 

Institutionalism itself does not exist in isolation. The same intel- 


. lectual influences and the same pattern of social events which have 


—_ 


given direction to institutionalism have also produced other develop- — 
ments, seemingly unrelated in origin and early development but clearly 
consonant with institutionalism, and lending greater significance to it 
as they also derive greater clarity and deeper perspective from institu- 


*See Allan G. Gruchy, Modern Economic Thought: The American Contribution (New 
York: Prentice Hall, 1947); Joseph Dorfman, The Economic Mind in American Civiliza- 
tion (New York: Viking, 1949), Vol. IM; Morton G.: White, Social Thought in America 
(New York: Viking, 1949), 

*See Stanley M. Daugert, The Philosophy of Thorstein Veblen (New York: King’s . 


Crown Press, 1950): also Gruchy, op. cit., pp. 32 ff. 


'* See Richard Hofstadter, Social Darwinism in American Thought (Philadelphia: Uni- 
versity of Pennsylvania Press, 1944). . 
*For a recent discussion of a related factor, see Louis Schneider, The Freudian Psy- 
chology and Veblen’s Social Theory (New .York: King’s Crown Press, 1948). See also 


>John S. Gambs, Beyond Supply and Demand: A Re-appraisal of Institutional Economics 


(New. York: Columbia University Press, 1946), pp. 47 ff. 
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be expected to take long-run costs into account, and if not, what should be 
done about them? ` 

Commonly under a consumer directed economy the price see for a com- 
modity covers only the proxiniate or immediate costs of its production. Such 
underpayment may continue for long periods. For example, so long as indi- 
vidual workers fail to realize clearly the injury to eyesight or to general health . 
connected with a given occupation, they may continue to work at a wage no 
greater than obtainable in a less hazardous occupation. When finally a worker 
is dismissed in broken health, he must be supported by relatives or social 
agencies and the cost of such support is not included directly’in the price of 
the commodity on which he worked. 

Other cases are similar. Overcropping of farm lands or permitting soil 
erosion to occur may stem directly from consumer sovereignty, with resulting 
impoverishment of posterity. The lure of low costs with which to compete for 
congsumer’s, favor has led to wasteful use of natural resources some of which 
either are irreplacable or to be replaced only at high cost. In: a pioneering, 
rapidly growing economy some of such waste perhaps is justified in the interest 
~ of consumer sovereignty. As an economy matures and the ratio of men to 


resources increases, greater care must be paid to long-run costs lest the doctrine ~- 


of scarcity make economics truly the dismal science. 

I lay claim to the title of individualistic liberal: I believe, that is, in the 
moral values of consumer sovereignty and the responsibilities which it implies. 
As I reach upper middle age and look back over merely one life span, however, 
I realize that my grandchildren soon will be the decision making consumers. 
Their sovereignty well may be impaired unless long-range costs are paid 
currently. Part of our problem, then, is to discover the fields in which private 
enterprise, catering to present-day consumer sovereigns, may fail to perpetuate 
to posterity the resources of the commonwealth. For those cases a degree of 
restraint and even of government planning (horrid word!) not ‘only is to be 
‘tolerated but welcomed. 
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magazines, and radio broadcasting. In the case of the movies, the box-office ~- 
receipts furnish essentially the entire revenues of the industry. In that sense, 
consumer sovereignty prevails. With magazines, two products are sold: the 
magazine to consumer-readers and advertising space to producer-sellers. If 
the consumer-readers had to pay enough to cover all costs—that is, to direct 
fully the resources devoted to magazine publication and distribution—it is 
pretty certain that less of them would be published. With radio broadcasting 
_ the consumer-listener pays none of the cost directly. Something quite different 
from consumer sovereignty directs the use of resources. The consumer puts 
his time against the enjoyment of the PRET, to be sure, but not his money 
, income. 

Consumer sovereignty is much more ‘direct, in fact, in the case of govern- 

ment-built highways than in that of private radio broadcasting. Most of our 
highways are paid for with gasoline tax funds. These, in turn, are furnished 
_ by the users of the highways roughly in proportion to use. To be sure, highway 
commissions decide what roads are to be built in keeping with a total budget; 

‘ but so do private corporations decide among different varieties of their 
products without requiring from each the same contribution to common costs, ` 
There are records of some municipal liquor stores that, have charged 
monopoly prices and used the revenue for other city services. There also are 

records of municipal light departments that have balanced their prices and 
_ costs quite as closely as any private companies, thus giving consumer sover- 
eignty full play. So we see that the chance for consumer sovereignty is not 
limited to a private enterprise economy, nor is it always associated with 
private enterprise even when the private business is not monopolized. 
Consumer sovereignty is limited in our economy to choices among goods 
and services offered for sale by prodticers, You and I may choose from the 
existing inventory, but we can go outside it only when we can indulge ourselves — 
with custom-made articles. We may choose between a necktie and a box of 
writing paper, to be sure, but we may not find the color of necktie we really 
want—and if we do not there is little we can do about it. Mass production 
_ for mass tastes is the order of the day, and the individual who wants to be 
different finds his sovereignty curtailed sharply. 
A further abridgment of consumer sovereignty results from omean ad- 
: vertising—a point which Professor Hildebrand relegates to-a sentence, doubt- 
less because of lack of time and space. To be sure, there is some element of 
consumer choice left us after the blandishments and cajolery of magazine, 
newspaper; billboard, and radio, but the continuous use of the categorical 
imperative has dulled it badly. The will to resist has its limits. So we have, 
actually, an admixture, not only of government and consumer sovereignty, but ° 
a rather liberal portion of producer sovereignty as well. Anything short of a - 
hundred per cent consumer-co-operative society, perhaps, would fail to give the 
consumer defense against the barrage of sales promotion undertaken in the 
interest of people as producers rather than as consumers. One might ask 
which abridgment of consumer sovereignty is worse or greatest: that imposed 
- by the whisky advertisers or by compulsory attendance at the public schools? 
My second point is to raise the question whether consumer sovereignty can 
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totality. Nevertheless, it is important to bear in mind that knowledge 1 fot the 
most part grows by tiny increments. 

It is true that economists in performing their professional responsibilities 
cannot avoid value judgments; yet I contend that they are in no better position 
than other groups of citizens to assign values. Their responsibility is to develop 
analytic techniques and to use them in revealing tendencies so that social 
action insofar as possible be taken with knowledge of outcome. i 


ROUT S. Vare: As I understand Dr. Bowman’s paper, she sees 
two principal antagonists for the consumer: size per se and the welfare ethics. 
Size—whether it be of -private capitalism or state socialism—permits 


monopoly-like decisions which may either thwart the consumer’s direct choice ` ` 


or lead to dismissal of employees and thus to unemployment—especially to 
unemployment of human resources. Her second problem is that of welfare 
ethics and she poses the question: “On what grounds can one justify any given 
distribution of income?” We once believed that the individual’s contribution 
to the satisfactions of consumers was an adequate basis, but many now ques- 
tion its adequacy on the grounds that the equality of opportunity-on a it 
was predicated does not exist in fact. 

These problems are very real and must lead us to ponder the dieeten 
of consumer leadership. Perhaps we shoùld remind ourselves at this point of 
the old adage, “Where McGregor sits, there is the head of the table,” quite 
regardless of political or economic organization. Consumers in the mass are 
likely to follow rather than lead. Those who landed at Plymouth Rock were’ 
the exception, not the rule. 

Professor Hildebrand predicates his discussion on the assumption that. 

“consumer sovereignty becomes one of the explicit ends that define the opti- 
mum in welfare economics, ... The supreme good involved in consumer sover- 
eignty as a value is the act of consumer choice itself, not the constellation 
of economic ends so obtained.” With this we have no quarrel. He goes on to 
say, however, that absolute consumer sovereignty means philosophical an- 
archy and that.a vigorously defined conception of consumer sovereignty as - 
an end calls for a hypothetical world that.is only imperfectly attained in 
fact and that few of us would want such a world anyway. With this, also, we 
have no quarrel. Professor Hildebrand hastens to admit that.some abridgment . 
of consumer sovereignty is necessary, perhaps even desirable, certainly already 
here. He goes on to caution, however, that each case of abridgment should be 
considered carefully before it is adopted, lest we give up more of real value 
than we gain. In other words, our practical problem is to find the point at 
which to “balance the economic controls,” to borrow a title under which I 
wrote a little book some fifteen years ago. 

There are two points that I should like to add to Professor Hildebrand’s 
discussion, First, some comments on present nongovernmental abridgments of 
consumer sovereignty and, second, some comments on long-run versus short- 
run effects of consumer sovereignty. 

Even where goods of private origin are sold in the market place, consumer 
sovereignty does not control completely. Take, for example, the movies, 
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come distribution of a society is likely to include seiirence to levels of con- 
sumption. But the consumer in this sense has no place in the development of 
analytical concepts used by economists with the possible exception of under- ` 
consumption theories. Value judgments concerning low-level consumption of 
selected groups of people havė a dominant place in the paper and seem likely 
a constitute the major impression left with readers. 

' Shifts in the use of the concept of “thé consumer” make demands on the . 
agility of readers. The discussion of ideas of Ricardo and Mill as to the “iron 
law and the wages fund” is entitled “The Unfortunate Consumer.” Here the 
concept relates solely to the incomes of what, at that time, was probably ‘a 
rather unimportant part of the total population. Very soon the reader meets 
“The Consumer Enthroned,” wherein it is pointed out that economists have fin- 
ally recognized that consumer preferences underlie market values. The con- 
sumer is here a group recognized as having an important role in the organiza- 
tion of the economy, and income distribution is taken as given. The next topic 
is entitled, “The Monarch at Bay.” Under it is reviewed the growing recogni- 
tion of the existence of monopoly and its implications for consumer sovereignty. 
Here the reader may wonder whether he is being told about an advancement 
- in knowledge as- to the nature of the prevailing organization or about a change 
in values. In the succeeding paragraphs, the use of the concept “the consumer” 
shifts to describe those whose rights to consumer goods are restricted by in- 
equality of income distribution. 

The attention given to income distribution is doubtless responsible for Miss 
Bowman’s omission. of aspects of consumption important in the development 
of analytical models of economists. She might, for example, have traced the 
assumption of rationality; the effects of the growth of an industrial economy 
on the concept of individual versus collective needs; the impact of changes in 
the organization and cost structure on the meaning attached to freedom of 
choice; the shift from accepting wants as given to a recognition that they are 
highly dynamic and that they can be induced through the use of resources ` 
that analytical models had formerly assumed were used to satisfy wants; the 
modifications that have occurred in ideas about the relation between standards 
of living and population growth; the current place of standards of living in 
wage decisions; the dynamics of demand with special attention to the intro- 
duction of new goods and changes in prices, income, and consumer credit; 
changes in types of consumer goods ‘that have had a bearing on business 
fluctuations; the recent rise of interest in the bearing of consumption on pro- 
ductivity which i is somewhat akin to the early concept of productive and un- 
productive consumption; the impact on savings of the changing family struc- 
ture and responsibilities; ideas of- progress and the conceptual aspects of con- - 
sumption involved in its measurement. - 

Miss Bowman will find wide agreement with her emphasis on the need for 
economists to join with other social scientists in finding answers to many ques- 
tions being put to them. At the present time, for example, economists, es- 
` pecially those interested in understanding consumption, feel the need of greater 
knowledge of social psychology. Economic analysis abstracts certain relation- 
ships and thus can never provide a complete explanation of phenomena in their 
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Extensive rather than intensive treatment of ideas’ was called for, covering a 
whole battery of concepts through more than two centuries. Her presentation 
will, I-am sure, lead to an increased awareness of an important stream of 
ideas, Her dramatic style of exposition seems likely to leave with many people 
certain catchy phrases even when the sequence of her ideas is forgotten: 

I must confess to having encountered difficulty in understanding parts of 
Miss Bowman’s paper. I do not, for example, know what is meant by “utili- 
tarian” concern for the level of living of the masses, especially as an aspect of 
- the effect of consumption on the labor supply. Nor do I know what is meant 
by “scientific” socialism. Haney, in his History of Economic Thought, de- 
“scribes other kinds of socialism but not this. I do not know what is meant by 
the polar extremes of liberalism which sets off Mr. Knight against Mr. Lerner. 
_ What is meant by puppets of a bureaucratic government, when government 

action by its very nature is supposed to effect a change in the interrelations of - 
some parts of society? Reference was made to “pseudo democracy.” “Pure” 
democracy is an analytical construct that has never been achieved in actuality, 
and no one expects that it ever will. Neither has pure competition.’ The 
“common man” also is referred to frequently. Since Miss Bowman has made 
him inseparable from the consumier, it would seem important that his identity 
be made clear. But to me it was not. 

In a sketch such as Miss Bowman has presented, the brevity necessitated 
‘by scope to be presented in one paper introduces difficulty. Statements de- \ 
scribing situations and representative values which are important in interpre- 
tation are likely to be taken out of context. For example, Miss Bowman 
appears to base her conclusion that the consumer was servile during the 
mercantilist period on attitudes toward wage earners implied by comments of 
- employers. She did not note that these might well have been utterances: of 
- managers of American firms currently operating in Central America’ and 
Africa. Here, too, patterns of an industrial. economy on the side of both labor 
and consumption are being established. Did the statements quoted indicate 
servile consumers or difficulties encountered by employers because of habits 
and traditions that attached little significance either to the wages offeréd or 
to the consumer goods which these wages would buy?-There are some grounds 
for attributing the problem of employers to the independence of consumers. 

In order to follow the historical review presented by Miss Bowman, it is 
important to keep separate fact from value, what is or what tends to be: from 
what ought to be, and to recognize that-the word consumer has been, used 
In two quite different meanings. Consumers are, for example, all people in their 
capacity as users of goods in ultimate consumption. In a capitalist economy, 
their market selection affects relative values and in turn allocation of re- 
sources. In addition, Miss Bowman uses the concept to refer to a group of in- 
come recipients who for one reason or another get a small share of the total 
product. Her paper is not entirely clear as to whether they. have other char- 
acteristics. She frequently refers to the laboring class—presumably industrial 
wage earners. These of course varied greatly in importance over the period. 
covered. Such aAopic would be highly appropriate in a review of “Income 
Distribution in the History of Economic Doctrine,” and an appraisal of in- 
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DISCUSSION © 
WaT G. Rew: Mr. Hildébrand first examined the ethical value of- 


-consumer sovereignty. In doing so he considered (1) whether the “value scale 


_ established by consumers through the market ought to determine both the 


allocation of resources and the distribution of goods”; and (2) whether free- 
dom of consumers to choose is good even if the goods which they choose are 


_- not. He expresses ‘belief .that consumer sovereignty can be justified chiefly 


because “choosing by the mass of men develops an uniquely desirable sort of | 


. Character.” He feels that it is difficult to defend the contention that the indi- 
_ vidual is the best judge of his own interests. In this way he, in my opinion, 


"virtually presents no case at all for consumer sovereignty as he defined it, but 


merely for freedom of choice as opposed to rationing, for example—a freedom 
that can exist in a socialist economy. If by freedom of choice Mr. Hildebrand . 
means freedom to allocate resources in general, this fact is not made clear in 


‘ his discussion. Many benefits claimed for consumer sovereignty are not unique 


to it. 

In explaining his doubt as to the Jeda of consumers, he-points- out that a 
benevolent philosopher king might know their interests best. This is an un- . 
suitable comparison. Rational consumers only. should be compared with 


_ benevolent philosopher kings. They are about equally rare in the respective 


universes of actual consumers and kings—past as well as present. Later in his - 
paper, Mr. Hildebrand expresses concern lest zealots gain power and impose 
their standards on society. Mr. Hildebrand does not consider what Professor | 
Frank Knight looks upon as the mele: problem of choice; namely, the dis- 
covery of better wants. 
. In the initial evaluation of consumer sovertignty: Mr. Hildebrand does not 
point out that the value scale of individuals may lead to unsatisfactory con- 
ditions in a society because individuals are not entirely separate consumption - 
entities. He does, however, take this fact into account in his later appraisal. 
In his discussion of abridgment it is rather surprising, in view of much sump- 
tuary legislation of the past and current policies as well, that he does not 


„explicitly mention action taken to maintain the demand of certain producer — 


groups. In addition, little attention is given to regulations designed to maxi- ` . 
mize consumer sovereignty. Under the heading “Protection of the Consumer,” ~ 
he points out that restriction of misrepresentation and fraud aids consumers 
in getting what they want. It would seem well, however, to set up a separate 


category for these rather than have them joint with.the control of narcotics 


. the purpose of which is to prevent some consumers from getting what they 


r 


want and others from getting what they think they-want. 
Mr. Hildebrand closes with the sentence: “Consumer sovereignty and the 


liberal system therefore stand or fall together.” This is a sweeping statement. 


The facts and analysis of the paper do not support it. All abridgments are not 
equally important. It would seem well to recall that the liberal system emerged 
and flourished with many handicaps on consumer sovereignty. 

. Miss Bowman’s assignment was very different from that of Mr. Hildebrand. 


40 l AMERICAN ECONOMIC ASSOCIATION 


intellectual in terms of the guilty lovers in Dante’s Inferno; loathing yet _. 
eternally tied together, is thus still valid. For if the bourgeois attempts 
to discipline the intellectual by invoking political power, he will soon 
- find the political power turned against his economic freedom. And if, on 
the other hand, the intellectual tries to discipline the bourgeois by in- 
voking centralized power, he will soon find this centralized power 
creating so strong an orthodoxy that the intellectual will lose his 
dearest right—the right to think up new theories and propagandize 
them. ` m 


y 


N 


THE ROLE AND INTERESTS OF THE CONSUMER `- 39 


podeis, and that by taxing the wealthy or the corporations we 


can automatically produce-not only enough money for any purpose . 


but also enough food, clothes, factories, and munitions. Such a myth 
could not exist under socialism and not because socialism -is neces- 


sarily equalitarian.. In 1940 the Russian income tax ran to a range © 


| of 1 to.50 and if we add to this the inequalities of perquisites, it- is 
probably even more concentrated. i 

Socialist economies, I suggest, would probably have less reason, or 
be subject to less pressure, to resort to specifically war controls than 
_ capitalist economies—and this not because the socialist distribution of 


wealth could be theoretically more “equitable” or because a great part - 


- of industry under the socialist state is public anyhow. War controls 
gua war controls in our society are very largely urged for a reason 


which a socialist.economy would, I believe, fairly quickly detect. Pro- | 
duction controls are obviously necessary in order to make quick deci- - 
sions during a war. Price and wage controls are also a valuable second | 


line of defense. But they are no substitute for fundamental action. 
It seems to me that a good deal of our present cry for price stabiliza- 


- tion and so on is largely an attempt to sprinkle rosewater over a skunk. — 


The skunk is that if the United States is to fight successfully an all- 
out war, the standard of living of all of us, both rich and poor; will 
have to go down very much. I cannot help thinking that eight-tenths 
of the present cry for a stabilization program comes not.so much from 
those who stress its genuine but subordinate helpfulness as from an 


attempt to avoid, through controls, the basic abstinences which every-.. 


body ought to know must be directly borne. somehow. As usual, we 
will, of course, probably impose upon the fixed income groups and the 


_ lower income groups by inflation the burden we dare not impose by.. 


taxation. The gain in “justice” is scarcely apparent. 
Thus it may be that a socialist economy by eliminating some ‘of the 


misunderstandings which warp our understanding of the economic | 


process under capitalism might give a greater efficiency in the short run. 


Socialist economists would scarcely try to reconstruct economics by - 


. universalizing a deep depression model in a time of high. inflation. - 


Socialist economists would have access to the figures (but for that 
matter we do, also) which would show, as a matter of simple arithmetic, 
_ that we cannot fight a war without lowering the standard of living of 
_ everyone. The conflict of individual and social welfare would be more 
clearly brought into focus. 

But, on the other hand, these short-run gains would, in my opinion, 


be infinitely overbalanced over the long pull by the routine-minded 


and stagnant centralization which a ‘security-conscious socialism would 
almost surely imply. Schumpeter’s picture of the bourgeois and the 
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have—can be successfully combined with a democratic state, but lack 
of space compels me to refer my readers to Democracy and E TORTENS 
and Capitalism. ~ 

Some of the political scientists, however, have maintained that cen- 
tralized planning is not a necessary part of socialism. This is true—if 
one is to take a stationary outlook and not to permit change. But here 
we reach the nub of the whole- problem. My thesis for years has been. 
that if we make men free, they become creative and if'they become ` 
creative, they create trouble. The formation of novel conceptual valua- 
tions is an inseparable part of the dignity of free human beings. Just 
turn men loose- from the bonds of customary routine, and they will 
commence to invent laborsaving devices. As soon as they commence to ` 
invent, then the problems of growth and pressure groups step in. Ac- 
cordingly, I suggest that stich a stationary state as the back-to-the-land 
‘people and so on envisage, must have in the background a ruthless 
technological inquisition; so that all people with hew technical ideas 
will be quietly or forcibly eliminated—before they have had a chance 
to express them. Thus the static ideal, which superficially looks more 
stateless and superficially appears to have less conflict than the dynamic 
one, actually involves far more ruthless suppression and more bitter 
frustration than does the ideal of dynamic process. 

We. have dealt thus far with things which socialism cannot do. It 
would not be fair to close without mentioning some of the things which 
socialism might possibly do. It seems to me from a purely economic 
and purely short-run point of view that socialism might be a more 
efficient engine for a while because it brings the problem of social 
. interest more directly into focus. In other words, the socialist frame- 
work, unless the bureaucracy deliberately conceals the facts, may 
possibly enable us to see our problems straighter. The tendency under 
capitalism is to identify the cause of a social force with the men who 
are reflecting its influence. In other words if inflation causes high - 
prices we say that the high prices are the work of the businessmen and 
not of the overissue of money. Also we fail to relate individual con- 
flicts with social conflicts. For example, if the railroad workers strike 
against the railroad in time of war, they may perhaps think that they 
are only inconveniencing the railroad owners rather than that they are . 
imperiling the safety of the state. Such a misunderstanding would not 
be possible under socialism; but it must be pointed out that workers 
have, nevertheless, struck repeatedly against the state in socialist 'so- 
- cieties. I do not share Mr. Tawney’s optimism in this regard. 

Another great myth which grows up under capitalism is. the. notion ‘ 
that there is somewhere locked up a great store, not merely of monéy, 
„but also of real wealth, in the eee of the wealthy or the cor- 
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capitalism, nevertheless does not present the choice in adequate per- 
spective. 

It will be seen that the philosophical position taken in this paper is 
that the aim of social organization should be “not satisfaction but 
better wants.” The only logical alternative is oriental yogism. But we 
have also seen that a socialism, which is growing, inevitably will ex-- 
perience changes in wants and inevitably encounter conflict of interests 
and pressure groups, and that it cannot combine growth with serene 
routine. And so we must ask whether socialism qua socialism has any 
qualitative standard whereby we can judge which of new wants are 
“better.” Here I think we are bound to give an. unqualifiedly negative 
_. reply. There is nothing in Marxian philosophy, Stalin to the contrary 

notwithstanding, which would tell us whether Picasso is bettér than 
Titian. Nothing in the writings of Norman Thomas will enable us to 
discover whether “Way Down upon the Swanee River” is better than. 
Prokofieff. The whole problem of better or worse which is, as far as I 
am concerned, the problem of civilization, is one with which economic . 
‘institutions and economic analysis are wholly incapable of dealing. 

Let us turn now.to the distribution of economic power. I shall define- . 
economic power as the ability to influence mankind in its: production 
routines and not merely as the ability to influence the consumption pat- 
terns of society. The modern radical is apt to put his entire emphasis 
upon the distribution of income, and to stress the resulting ‘“‘dispropor- 
tionate” influence upon the direction of production which some wealthy 
_ people will have. He does not follow Hicks and Hart in pointing out 
that we achieve little if in eliminating inequality of income we increase 
inequality of power. But my thesis is that precisely just such an increase 
in inequality of power is involved in the nature of the socialist setup— 
if it is to be a growing one and, what is less generally recognized, still 
more so if it is not to be a growing one. 

We should all, I think, be very grateful to Lord Beveridge for spell- 
ing out so thoroughly the economic requirements for an advance 
guarantee of absolute stability in a growing system. As Beveridge 
shows in his Full Employment in a Free Society, it is virtually im- 
possible to be sure in advance that the total of change will always add 
up to “full employment,” whatever that may be, unless we set up a 
board of traffic cops to control the flow of net new investment. Of 
, course we do often have full employment without such measures. But 
to be always sure, there will have to be a “queuing up” of inventions. 
Such a board, however, will possess immense economic power over the 
future of every town, every industry, and evéry individual in a state. 
For myself I do not believe that such tremendous concentration of 
power—far greater than the concentration that any capitalists now 
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we ae a world of literal economic equality, still iere will remain 7 
a host of noneconomic sources of friction. The instinct of workmanship | 
is not always a productive force. Quite the contrary. Some men merely 
love to apply and repeat a given set of skills indefinitely. They will 
deeply resent any attempt to change them into other jobs. Some people - 
come to-like a given community or a given group of friends and here, | 
too,.one finds conflicts with growth, for it is the essence of the growth 
problem that it involves a constant reorganization and reallocation. of 
the resources, human and otherwise, of society. Some regions will go 
- up and others come down. By going-up-of course I mean merely in- 
creasing in activity, for presumably if one has an “ideal” social situa- 
tion, the economic income per head would remain the same. N everthe- 
less, some regions will become more important and others less so; some ~ 
individuals will become ‘more important. and others less so. The law : 
of variable proportions is no invention of capitalism. _, 

The failure to consider the socialist framework in its growth aspects 
is also responsible for another naive notion of modern society; namely, 
that the businessman is responsible for all.changes in wants. Veblenism 
in its crudest forms seldom gets beyond “beer and a wench” as the idea 
of consumption. But even in its most refined versions, it is nevertheless 
supposed that people having once attained a certain- stationary level 

‘of consumption will not thereafter form new: desires unless they read l 
advertisements in the newspapers. 
_ This point of view is incredibly innocent. A man who has been 
drinking a bottle of beer will not, when society’s income rises and with | 
it his per capita share, simply drink a barrel of beer. The chances are ~ 
that he will shift in part to. some other drink. If people have been living - 
in one small house, they are not going to jump simply to two small 
_ houses. The type of house occupied by members of a social system will 
change. Thus growth not only comes through change but also it in- 
duces change, and this would be the case if there were never a single 
businessman anywhere on the horizon. — 

It will be found, I think, that in practically every case in which 
socialism and capitalism are compared to the advantage of socialism, 
_ the comparison is really ‘not a contrast between the socialist and the 
. capitalist institutional setup, but between the dynamic and the static 
‘society, Virtually all treatments of the problem tacitly compare sta- 
tionary socialism with growing capitalism. Even my. lamented master, ` 
Schumpeter, for all his insight, is guilty of this methodological slip. 
“Capitalism, Socialism and Democracy” greatly underestimates the 
problem of growth and almost wholly overlooks the difficulties of 
reallocation and of pressure groups which that growth would imply 
even under socialism. Thus Schumpeter, I believe, for all his loyalty to 
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much modern šalna, anthropological, and economic literature it is- 
assumed as self-evident that such a society of peaceful repetition is 
the obvious social norm. We have here one of the basic cultural 
cleavages of the human race and a choice which, in my opinion, under- 
lies the final rivalry of capitalism and socialism. 

There is something about the idea of endless change or constant 
progress (if one may call it such) which is very horrifying to a certain 
type of mind, especially the immature mind. Behind the various blue- 
prints of socialist society lies always a search for a single static ideal 
which once attained may thereafter be repeated indefinitely. But, as 
William James remarked, a man does not achieve maturity until he 
realizes that the only permanent thing in life is change. And, as White- - 
head points out, there can be no real halt- to civilization “in the in- 
` definite repetition of a perfected ideal. Staleness sets in and this fatigue 
is nothing more than the creeping growth of anaesthesia, whereby that 
social group is gradually sinking toward nothingness. "I Because we see 
the problem of conflict emerging today in such monstrous forms and 
` with such horrible consequences, we are apt to react with the assump- | 
tion that conflict is necessarily bad. But, again, as Whitehead points 
out, “progress is founded upon the experience of discordant feeling. 
The social value of liberty lies in its production-of discords. There are 
perfections beyond perfections. All réalization is finite and there is no 
perfection which is the infinitude of all perfections. Perfections of di- 
verse types are among themselves discordant. Thus the contribution to 
beauty which can be supplied by discord, in itself destructive and evil, 
is the positive feeling of a quick shift of aim from the tameness of out- 
worn perfection.to some other ideal with its freshness still upon it.’” 
Referring to Greek art, he says, DERGONTE was attained and with the 
attainment inspiration ended.” 

Bút even if we accept for the moment the static ideal of smooth, 
`- unvarying routine, it will be. found that it also collides, not only with 
certain notions of vitality and cultural freshness, but also with the 
notion of rising output per head; and here, as I have often said, is one 
of the most basic contradictions of our society. We are at one.and the 
same time crying for the rapid rise of output which industrial society 
has given us and yet also for the secure routine of the hermit. These 
- two aims are always somewhat incompatible. 

One of the most optimistic and most fallacious of the claims for 
socialism is that it will avoid all pressure groups and conflicts. I have 
repeatedly discussed the fallacies involved in this point of view. and 
will only briefly run over the argument here. Even if we suppose that 


1A. N. Whitehead, Adventures of Ideas (Macmillan, 1933), p. 368. 
1 Ibid., pp. 330-331. . . 
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THE DISTRIBUTION OF THE PRODUCT AND OF ECONOMIC 
POWER UNDER SOCIALISM — . |. | 


By DAVID McCord WRIGHT 
University of Virginia - 


To speak on distribution under socialism is rather like being asked 
_ to speak on distribution under Christianity. That is to say, there are as 
many different kinds of socialists as there are different kinds of Chris- 
tians. For example, now that the word socialism has become relatively 
respectable, a-determined effort is being made by communists and néar- 
communists to use the word as a propaganda screen for their particular 
kind of Marxism..Thus we find the word socialism embraces a spectrum 
of political opinion ranging from Leninist communism on the one hand 
- all the way down to simple back-to-the-land advocates on the other. 
There is no single economic system which can be described as official 
socialism. 

-But in addition to the ambiguity of subject matter, there is an addi- 
tional conflict: regarding methodology. I might make an elaborately 
mathematical speech discussing such questions as whether or not. the 
state redistribution of the national dividend should be in lump sum or 
proportional, whether the marginal cost rule shall prevail, and so on. 
But it has long been my contention that analysis of this sort is, to put 
it most charitably, desperately incomplete. The scientific pretensions of 
welfare economics have in my opinion almost completely collapsed and - 
the final obsequies have been performed by Mr. I. M. D. Little, of 
Oxford University, in his brilliant Critique of Welfare Economics. - 
_ There remains an ethical prejudice in favor of equality in, one. or 

another of its many aspects, but the claim to be able to state scien- 

- -tifically that equal income distribution, let us say, would result, in ` 
greater happiness or greater satisfaction | is, in my opinion, completely ' 
worthless. 

In this paper we shall, therefore, leave to one side very largely-the 
question of quantitative. distribution of the product and talk instéad 
about the effects of socialism upon its qualitative nature. It is there I 
think that the most valid case can be made out. For if socialism has any 
claim for superiority, it would have to lie in the cultural and aesthetic 
_ field. In other words, it might be maintained that socialism would: pio 
duce more sensitive and more aesthetic individuals, 

‘Many schools of economics, however, especially the institutionalists, 
confuse the aesthetic with the technological. They hold as their ideal 
a state of unchanging routine or of an absence of overt conflict. In ~ 
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' personal responsibility, and creative spontaneity. It views the state as 

one useful form of human association, having specific functions and 

limited powers within the much larger context òf civil society itself. It 

rejects the narrow collectivist dogma that the state and society are one 
and the same thing; that all important decisions are political decisions, ` 
Consumer sovereignty and the liberal system therefore stand or fall 

together. a T 


a 


ed 
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superior in competence take several forms. Abandonment of the market 
in a major way means loss of the discipline of economizing. No set of 
officials can be expected to economize as effectively as private indi- 
viduals under the rule of the market. Waste is inevitable and will show 
up in reduced supplies of alternative products. Further, substantial 
co-ordination: of activities by political coercion is inherently a cruder 
and less efficient form of social organization than co-ordination by price. 
Political decisions become so numerous, so complex, and so interre- 
lated that there is neither time nor mental capacity to formulate them 
intelligently. In contrast, the market economizes knowledge and 
achieves a complex type i co-ordination with minimum demands upon 
human powers and with minimum coercion of human beings. 


The purpose of political organization is to hold society together, by 


legitimatizing coercion. Coercion requires concentration: of power. It 
gives the few the power to tell the many what to do. It is inseparable 
from some suppression of individual spontaneity and differences, even 


\ 


in the mildest forms of the state. Totalitarianism is-simply the gen- . 


eralized application of this principle of political coercion. As Knight 
has observed, the Marxist believes that reform is the outcome of 
systematically. applied force. This is statism in its ultimate form. All 
life—private and social—becomes political life; that is to say, endowed 
with political significance and dominated from above. Nineteen Eighty- 


four is the perfect description of the result. The problem, then, is to ` 


define the limits within which this political power may be legitimatized 
for the pursuit of acceptable purposes. To use the adjective “accepta- 
ble” is of course to beg the question. Limits cannot be set up without 
specifying certain ends. Consumer sovereignty is such an end. To adopt 
it in its conditional version is to favor retention of the market wherever 
possible and to look askance at the expansion of the central political 
organization. Limits to such expansion are desirable if individual spon- 
tanéity, differences, and self-government are desirable. These limits 
cannot be defined precisely. They are less an exact line than a band. 
Within this band there can be differences regarding the scope of the 
state. In the liberal view, however, the band has an outer edge. Small 
actions in themselves give rise to tendencies that transgress the ‘outer 
edge. If we would preserve a liberal organization, we had better know 
the implications of what we are doing. 


The opportunity for consumers to have a broad ‘measure sol self- 


government is part of the liberal idea itself. The liberal view is wholly 
compatible with some state protections and functions, but its primary 
emphasis is upon the development of individual capacities for self- 
‘government in all domains of life. Liberalism stresses a certain con- 
ception of human character: self-reliance,- self-denial, independence, 
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~ Today’s retreat from consumer sovereignty is not, of course, in every 
Instance a calamity, even from a liberal view. Consumer sovereignty is 
- not an absolute, and the market is not an instrument for perfect justice. 
- Yet certain tendencies are at work in modern life whose larger implica- 
tions are disastrous to a liberal view of economic organization. They 
represent abandonment of the market. Their principal causes lie in 
ad hoc measures to overcome poverty by subsidized or free distribution 
of goods and in the attempt to conceal inflation by direct state controls. 
The issue is not whether the reduction of poverty or the prevention 
of inflation are good things. They are. The trouble lies in the means 
proposed. They are inadequate for the purpose and they threaten 
_ other values. 
' Individual consumer doverdionty and the ane go together. The 
market is the means by which men express their individual wants. It 
permits variety and makes differences of tastes effective. The market 
also i imposes an impersonal kind of discipline. It induces the consumer 
to economize his use of :scarce goods and the producer to economize 
his use of scarce resources. Scarcity is man’s lot on earth. This disci- 
pline is a way of making things go further. The abandonment of the 

market means loss of the necessary self-control that scarcity imposes. 
- It is the “Open sesame!” to waste. It means sacrifice of the power of 
consumers to influence the economic process. And it means that politi- 
cal coercion must take over the co-ordinating function of prices. The 
officials replace the consumers as choosers. . 

` Tf this transfer of power to political officials is to make any sense 
at all, it must rest on the assumption that the officials are more compe- 
tent to do the choosing. They must demonstrably be more capable, 
better informed, animated by a higher concern for the collective inter- 
est, and endowed with the requisite time to make intelligent and re- 
sponsible decisions. To state the principle this bluntly is to recognize . 
both its possibilities and its limitations. Little exception is likely to be 
taken to it in the case of specific sumptuary measures clearly involv- 
ing collective health and welfare and clearly supported by general 
_consént. Probably, too, the telescopic faculty i is sufficiently general to 
warrant.some forms of compulsory saving. No doubt also there are 
‘essential public goods calling for state provision free of price. But when 
we go beyond these cases, difficulties begin to pile up and questioning 
the capacities of the philosopher kings is in order. Merely to raise the 
questions these days is to invite the charge that one favors poverty 
and injustice. . 

Doubts regarding the assumption that public officials are generally 
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brought oeie by voluntary co-operation in a E system 
of markets. Large-scale direct controls are thus a collectivist move, 
and should be so regarded. Prices frozen at historical levels at once 
begin to lose their meaning as indexes of relative scarcity and so lose 
their functions as an allocating and rationing device. All the pressures 
formerly reconciled voluntarily by the market now become focused 
upon the offcials, and the initially broad principles of direct control 
soon give way to a detailed mass of ad koc decisions. Producer group 
rivalries become expressed in a struggle for the control of the state, 
and the resulting injustices lead to distrust of the whole system. Output 
is sabotaged directly by large-scale use. of manpower for regulatory 
purposes,.and indirectly and more effectively by the delays inherent in 
red tape and the inevitable shortages of men and materials, The more 
obsolete the frozen price structure becomes, the greater the danger 
that the public will ultimately lose confidence in the value of money 
and the apparatus will break down. In wartime this denouement may 
be delayed by a patriotic unification of interests against a common 
danger, so long as there is hope of victory. In peacetime the difficulties - 
of maintaining the system by popular consent are enormously greater. | 

We have a choice between a broad program of direct controls and . 
fiscal-monetary measures for stabilizing employment and thè price 
level. In wartime, drastic reallocation of resources and severe reductions 
in supply of essential civilian gdods might justify direct controls, 
though even here the case is not beyond challenge. In peacetime or in 
a period of war preparation such as now direct controls are a very 
dubious policy. They are unlikely to work and they invite all the evils 
recently noted by Viner: “. . . the absenteeism, the unpenalized: in- 
efficiencies, the padded personnel in plants, the upgrading for- pricing 
and downgrading for quality and service, the queues, the bottlenecks, 
the misdirection of resources, the armies of controllers and regulators 
and inspectors... .””7 

In a word, direct controls lead straight into centralized see ae 
and are incompatible with consumer sovereignty as an end. However, 
the fiscal-monetary approach has its own difficulties, for it presents thé 
hard choice between deflation and open inflation. We cannot then go 
all-out for full employment at all times unless we are willing to permit 
open inflation. If we would avoid open inflation, we must be willing to 
risk some deflation as a countermeasure. To those who prefer con- 
sumer sovereignty and the price system to centralized pannie, the 
risk will be worth taking. l 


* Jacob Viner, “Full Employment at Whatever Cost,” beatae Journal o Economics, 
August, eo p. 391. | 
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- of income inequality: If they are provided free of price or at subsidized 
token prices supported by tax-financed deficits, economies of produc- 
- tion cost and of consumption are likely to go by the boards. Here the 
tragedy is that housing: and medicine, obviously good in themselves, 
- can be provided in. greater measure without sacrifice of the discipline 
of the market, while greater income equality can more easily be pur-_ 


-- sued directly by revision of the income tax.. Unfortunately, the drift of 


the times. favors increasing waste of scarce resources, and the bene- 
ficiaries of state provision know not what they give up. 

To sum up, the range of state services. is elastic and there i is fre- 
quently a choice between provision at cost and provision at subsidized 
. prices or none at all. The course of development will depend, then, 
upon the social -philosophy that prevails. Growing hostility to the 
. market—because it does exert discipline——and increasing preference for 
economic equality at all costs here combine to promote a persistent 
movement toward centralized physical planning. What may be desirable 
in a small way may well prove disastrous in the large. 

4, The Concealment of Inflation by Direct State Controls. My last 
case of encroachment upon consumer sovereignty involves-the attempt 
to hide the symptoms of inflation by direct state controls over prices, 
wages, and the distribution of raw materials, manpower, and consumers’ 
goods. I shall have to pass over several important issues and con- 
centrate upon the implications of direct controls for. consumer 
sovereignty. ga 

Direct controls originated in war. Today they are advocated also i in 
some quarters as the necessary adjunct of planned full employment i in 
times of peace. Common to both contexts is state-promoted price in- 
flation, induced by elastic money supply. In the war case, monetary 
inflation is employed to enable the state greatly to increase its com- 
mand over real resources and private products. In the peacetime full 
employment case, the matter is less one of increased state command 
over resources and products than it is one. of easy money and state 
deficits to finance the full employment of labor at ever higher wage 
levels and the sale of private products at ever higher price levels. In 
= both cases, direct state controls are applied to conceal the symptoms 
_ of inflation, while at the same time | increase of money supply i is con- 
_ tinued as the cause. 

Concealed inflation calls for a transfer of masi of the functions of 


= resource allocation and product distribution from the price system to a _ 


corps of state officials. This transfer requires marked restriction of the . 
. sovereign. power. of | consumers to influence the economic process. Hav-. 
ing acquired this. coercive power, the officials must assume.the task of _ 
co-ordinating by poe decree most of the activities formerly 
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instead, without becoming a landlord. There are, of course, serious 
limits to income redistribution as the road to- riches. The trouble today 
is that everybody wants more of everything, and the real barrier is 
total production, not distribution. 

Considering natural monopolies, it is clear that unrestricted private 
control will defeat consumer sovereignty by restricting allocation to 
_ get monopoly gains. If the service is.essential, a case may be made for 
government ownership, just as-a case can also be made for government 
regulation instead. If government ownership is followed, the state - 
acquires new responsibilities as a producer. The question then becomes: 
‘shall the service be priced at cost or provided without price? Since it 
can usually be shown that the service is “essential,” some.equalitarians 
then will argue that the poor cannot conveniently pay for it and will 
propose that state provision be free of price. In this way the’ gain- for 
consumer sovereignty in eliminating monopoly restriction is. lost’ by 
turning over the allocating and distributing decisions to political ad- 
ministrators. I hasten to add that I do not intend to suggest that 
practically everything privately produced is sold under monopoly 
conditions, which is the popular belief. Nor am- I convinced that 
nationalized monopolies, even if they do charge prices, are any more. 
likely to observe corisumer sovereignty than their private forbears. The 
French national railways offer a good case in point. The motive, 
furthermore, is now no longér the elimination of monopoloid restric- 
tion. Rather, it is to reduce the inequality of incomes by an indirect 
` method. 

We have, then, two categories ‘of public services: one where the 
“market cannot be used; the other where it might be used but often is 
not. Sometimes the first category is referred to as'involving “public 
goods” and the second as comprising “mixed goods.” The broadest 
possibilities for expansion of state provision seem to center in defense 
of the realm‘as a public good’and in the category of mixed goods as a 
whole. Expansion of national defense is obviously now the free peoples’ 
lot in life, if they wish to remain free. Broadened state provision of 
mixed goods is- occurring in two major ways: nationalization of indus- _ 
tries (as yet, largely a European phenomenon) and efforts tó combine 
the provision of certain essential goods with programs of income re- 
distribution (for example, public housing and public medicine). Con- 
- sumer sovereignty is likely to be reduced further in all these instances. 
_ Growing militarization commonly is associated with inflation, price 
freezing, and centralized state planning, even though alternatives are 
possible. Nationalization of industry is an open invitation to syndical- 
ist partial planning, with. the usual cost inflation and tax. subsidies. 
Public housing and public medicine are usually tied- in with reduction 
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One category of public services embraces items that must be supplied 
collectively without price to the whole population if they are to’ be. 
- provided at all. This would include the old stand-bys: national defense, 
justice, public order, regulatory activities, and probably resource con- 
servation. In these cases the interests of the citizens are clearly in- 
_ separable, even if they are vaguely so in many other instances. The 
services cannot be “atomized” for sale for exclusive private use. All 
share in the benefits, and even if the service in question could be 
offered for voluntary purchase on the market, some consumers would 
choose not to buy it. Yet the need may be clear-cut and the benefits 
` general. To resolve the conflict of private interests and to provide for 
the public interest where interdependence is obvious, the state is re- 
quired as a coercive device and collective supplier. None but the 
philosophical anarchist would balk at the principle. To accept it, how- 
ever, is ‘to admit at once a fundamental limitation npon consumer 
sovereignty. 

The second aay concerns those public services that could be 
supplied privately through the market but instead are provided by the 
-state with or without prices. Here the difficulties are greater and the 
course preferred will depend upon one’s enthusiasm for public enter- 
prise itself. Public education, for example, is upheld on several grounds: 
one, that an educated population is desirable; another, that public edu- 
cation is uniquely able to effectuate certain cultural ideals. Both con- 
tentions amount to saying that education is an appropriate function of 
government, to which there would be small exception if a state 
monopoly of education is not also demanded. There is still another 
ground: that public education is essential to a broad distribution of 
educational opportunities. This essentially is an equalitarian argu- 
ment that properly assumes that the poor cannot pay the full market 
price for public or private education. Education could be atomized for. 
-sale in the market, but on other grounds is made a subsidized state 
service in competition with private sources. _ 

The controversial nature of this entire category may be made clearer < 
if in addition we consider the cases of public housing and natural 
monopolies. Public housing is advocated because slums are undesirable 
and because many cannot buy housing compatible with today’s. aspira- 
- tions at today’s prices. Both assertions are true, but the conclusion— 
public housing—does not necessarily follow. Public housing depends on 
an additional contention: that it is the only way or is the best way to 
improve the housing of much of the population. If accepted, the state 
becomes a supplier. Yet it can equally well be contended that what is 
wrong is the inflated cost of building (monopoloid arrangements)- and 
the distribution of incomes. The state could attack on these fronts 
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“factitious wants.” One need not deny the existence of some diversity l 


óf tastes to recognize the force played by emulation in shaping wants. 
Yet the issue involved in plural economic voting does not concern the 


efficiency of the market as such. The objection to plural voting is an 7 


objection to market valuation of productive servicés. because unequal 
incomes are the result. Here the more serious problems turn upon the 
ownership of wealth itself. There are ways to reduce the inequalities 
of wealth by fiscal methods that are compatible with the market. More- 
` over, it is not true that all ballot votes are equal. The slightest 
acquaintance with political parties and machines serves to dispel that 
contention. 

_ Sometimes it is contended that people are more tonal as political 
voters than they are aS consumers, because commercial advertising 
distorts economic choices and fosters ignorance. This view seems to me 
seriously to underrate the information. and analysis underlying judg- 
ments consumers make, and at the same time to overrate the rationality 


+ of the appeals made by candidates in competition for public office. 


- If false and misleading statements and the systematic inculcation of 
biases characterize commercial advertising, what is one to = of 
- political speeches and platforms? 


Consider also the differences inherent in the two types of ii. 


Decision of a consumer to spend, even if sometimes misguided, is a 
direct and responsible act of self-government. Any error of judgment 
is individually small and usually capable of prompt rectification. By 
comparison, a decision to vote politically is inspired by a complex of 
values, and delegates to the victorious party the actual responsibility 


for a great mass of spending decisions. People vote for such things as `` 


generalized promises of benefits whose costs are not ordinarily stressed 
„at election time. Save perhaps for local bond issues, the voters really 
do not determine the specific forms of expenditure or the specific goods 
to be acquired. Choices made at the ballot box are large and not usually 
revocable. Further, they involve. a transfer of authority—from/ self- 
governing consumers to political representatives. ‘As authorities sup- 
plant rule makers in government, consumers lose more and more 
sovereignty. Public officials do more and more of the actual choosing. 
However praiseworthy each type of.public provision may be, -the 
cumulative expansion of the state may nevertheléss be interpreted as 
a movement toward centralized collectivism. For those who accept at 
least some consumer sovereignty as an end, principles are needéd for 
defining the limits and possibilities. for the expansion of the economic 
functions of the state. Unfortunately, it is easier to recognize the need 
than it is to fulfill it, for the only guiding principles I am able to cite 


are sufficiently elastic to accommodate a variety of social philosophies, — 


THE ROLE AND INTERESTS OF THE CONSUMER | 25 


in its power to influence the pattern of production and distribution. 
With the contemporary growth of the state, the scope for consumer 
sovereignty has steadily decreased as a derivative result. Two problems 
then emerge. The first concerns the differences implicit in the two 
processes of economic choosing: one by consumer sovereignty and the 
other | by political sovereignty. The second involves the criteria by 
which services might be provided by the state itself, usually outside the 
market. I shall treat these problems under the assumptions that we do 
not have a fully socialized economy and that the state is a political 
democracy in structure. 

As the supplier of some given service, ‘iis tie may Gaps a price 
: for the output, and price rationing will then distribute the good. The 
distributive side of consumer sovereignty then prevails. If, however, the 
scale of production for the item is not determined by cost pricing, 
consumer sovereignty is not effective in controlling the proportion of 
resources allocated to the purpose. This of course is also true when 
production is carried on by private monopolies. If, instead, govern- 
. ment output is supplied free of price, there is no way to compare re- 
turns with cost, and distribution is independent of price rationing. In 
this case consumer poveeelerey neither controls allocation nor distri- 
- bution. 

One need not question the necessity for certain state services’ to 
observe at once two serious weaknesses inherent in the public economy. 
The eyes of state officials are naturally fixed upon survival and ad- 
. vancement. The objective is to “build up” the agency; that is, to 

` expand its. budget and hence its costs. In business, survival demands 
economizing of costs and expansion of returns. In government, cost 
expansion is primary, returns secondary; in fact, the incentive is to | 
neglect returns by not charging prices even where they could be- 
- charged. The eyes of the users of a government service are. fixed upon 
_ the benefits to. be obtained and not upon the direct sacrifice costs of 
having the service—costs that are not usually apparent anyway. The 
result is a “law” of self-generating political expansion that steadily 
vitiates the economizing discipline of the market. , 

Dollar voting and ballot box voting, furthermore, are different kinds 
- of choosing, both with their economic impacts. They reflect what F. H. 
- Knight calls our “dualistic order”—the one economic, the other politi- 
cal, with both interconnected.® One difference, often emphasized by 
equalitarians, involves plural voting. in the market when there are 
differences in incomes. The result, says the critic, is a warping of 
allocation to the production of “luxuries” for the satisfaction of 


è For a comparison of the two processes of choice, see Frank Hyneman Knight, The 
` Ethics of Competition and Other Essays (New York, London: Harper, PRN pp. 293-305. 
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competent to appraise future needs; hence cannot be left to decide 
for themselves, either in their own interests or in the interests of others 
who would then be saddled with the burden. 

' The pure food and drug laws came into being following a casi 
choly recital of the facts. There clearly are cases where it is impossible 
for consumers to obtain certain kinds of knowledge essential to intelli- 
- gent choice, and here they are incapable of protecting their own inter- 
ests. One cannot enter a restaurant kitchen and by. casual inspection - 
insure himself that he will not be poisoned. Nor is there assurance, even 
if consumer inspection were possible, that society might not suffer 
from a preventable epidemic. In these situations, competition and 
market demand are wholly inadequate policing devices. State regula~ 
tion follows. Yet there is also a. kind of regulation that helps the con- 
sumer to become a wiser sovereign himself: the control of certain 
forms of advertising. Palpable fraud can be prevented. Adequate 
requirements regarding labeling and: specifications at least assure some 
possibility of more intelligent comparisons. Competition itself can'do 
more effective police work if only a minority of marginal consumers 
get access to more adequate and more accurate information. 

Thus the protection of consumers in specific cases, while in certain . 
ways a reduction of sovereignty, can only seriously be objected to from 
a viewpoint of severe purism. The real dangers in the idea of protection 
come from a different quarter: the desire of those who have attained 
political power to impose their standards of taste, not because con- - 
sumers. are ignorant or incompetent and not because momentous social 
costs are at stake, but simply because freedom of choice may involve 
some things that are repugnant to those having the power. To para- 
phrase Lionel Robbins, wise government is not a substitute for self- 
government by consumers themselves. Coercion can be dangerous when 
exercised by small minds. 

3. The Provision of Services by the State. States restrict consumer 
sovereignty by protective measures that alter the production and distri-_ 
‘bution of goods. Alternatively they may replace consumer sovereignty 
by provision of certain goods and services on their own part. . 

To recognize the necessary existence of the state is to hold that 
‘there are certain functions that the state alone can perform or is better 
able to perform. To carry out these functions, whatever they may be, 
- the state uses its fiscal powers to obtain command of real resources and 
private products. In turn, the state services may be sold at a price or 
made available as “free” goods outside the market. Either way, the 
existence of fiscal powers enables state officials to influence the alloca- 
tion of resources.and the distribution of goods. Once the existence of the 

state is assumed, therefore, consumer sovereignty ceases to be unique 
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the degree of optimism or pessimism T regarding- the intelli- 
gence of the population and upon the degree of intensity with which 
devotion exists to individual freedom as an ideal. 


The underlying premises of measures for consumer protection are 


that certain groups—or in some cases the public as a whole—are not 
always adequately informed regarding the conditions of choice, or are 
incapable of appraising the consequences of certain acts, or are un- 
willing or unable to avoid acts having injurious consequences to others. 
By reason of ignorance or incompetence, or both together, consumers 
are not always the best judges of their own interests. The inference 


follows that consumers cannot be fully sovereign—that they require 


the protection of a guardian, usually the state. On this basis we have 
acquired sumptuary laws, compulsory deductions from personal in- 
. comes, pure food and drug laws, and some regulation of advertising. 

Sumptuary legislation has for its purpose a change in the pattern of 
production and consumption of certain products, either by direct state 
control of production and distribution or by specific excises or subsi- 
dies. In either case the intention is to alter individual budget patterns 
to fit what the guardian considers best on the basis of superior knowl- 


Se 


edge and insight or of concern for the population as a whole. Thus state ` 


regulation of narcotics substitutes the physician for the consumer as 
judge, on the sound principle that a user is likely to become habitual 


and, as such, an incompetent who will destroy himself and impose - 


costs upon others. Here state coercion is unavoidable, for there is a 
clear conflict of interest between the addict and the rest of society. In 


the excise or subsidy case, the coercion is indirect. Relative prices are’ 


altered to induce consumers to compose a different budget—for 
example, to substitute milk and oranges for liquor. Here the consumer 


remains the judge, but the terms of choice are modified on the assump- - 


tion that he is competent but requires an additional incentive to con- 
sume in the manner desired. Excises that are revenue measures have 
been purposely neglected. It should also be added that subsidies have 
been advocated in some quarters as a means of reducing the inequality 
of incomes. 

- Compulsory deductions from personal incomes are-encountered in 
systems of social insurance and the withholding provision of the in- 
come tax. The persons blanketed in under these measures no longer 
are allowed to make a completely free decision regarding spending 
versus saving. The présumption is that freedom of choice would mean 
that a large part of those affected would not save in amounts sufficient 
to cover certain future risks and liabilities. There is considerable sup- 
port for Pigou’s view that people have a “telescopic faculty” for under- 
valuation of the future. This suggests that consumers are not generally 
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issue is. usually. stated-for public discussion. In what ways is consumer 
ROVELEIRNIY an issue, and upon what grounds? | 
| 7 i 
„II i | 
- I have chosen to consider four leading cases in which consumer 
sovereignty either is already restricted or is proposed for further: re- 
striction. All of them involve the state. To be specific, they involve a © 
clash between the economic power of consumers and the coercive power 
of the state. In so interpreting the problem, I do not wish to be 
interpreted as holding a priori that there should be no such encroach- 
ments. Rather, my purpose is to develop a classification and to relate 
the controlling criteria to consumer sovereignty viewed as a standard 
of judgment.. : 
1. Centralized Socialist Planning. Regarding this case, little ae be 
. said. The old-style socialist. planner, animated by an intense dislike of 
practically all inequality and by a distrust of the price system itself, 
usually thinks in terms of standardized consumers, uniform needs, 
utility models, and so on. The inference is inevitable. Let the state 
determine the production plan, ‘guided of course by nutrition experts” 
and other scientists. Let the state also distribute the product by direct 
rationing. All of the now familiar difficulties of centralized physical 
. planning then follow. Recently, more advanced thinking regarding the 
allocation problem has partially reinstated the price system. However, 
as Lange has shown, it is still possible for the planners to thwart; the 
consumers. They may reserve for themselves all allocation and pro- ` 
duction decisions, and by keeping two sets of books allow the price 
system to distribute the product.” Clearly the ultimate power in eco- 
nomic affairs is appropriated by the planners. Their motives, their 
purposes, and their value-scale will control. Retention of the price 
system as such under a system of socialism is not tantamount to ac- 
ceptance of full consumer sovereignty. 

2. Protection of Consumers. To advocate consumer sovereignty as a 
conditional rather than absolute canon of policy is to recognize that 
acts of individual free choice are valuable in themselves, but also to 
recognize that in some circumstances the results of unrestricted free 
choice may be damaging to the individuals concerned or to others. Free- ; 
dom of choice offers no guarantee that some consumers will not be 

-fools all of the time or all consumers fools some of the time. The prob- - 
' lem here is to find an area of agreement regarding the limits of indi- 
vidual consumer freedom. The solution, I suspect, will depend upon 


*Oskar Lange, On the Economi Theory of Socialism, ed. by Benjamin E. Lippincott 
(Minneapolis: University of Minnesota Press, 1938), pp. 90-92. 
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upon the choices exerted by entrepreneurs, subject of course final 
. consumer. review. With the passage of time more than one pattern 
is conceivable under: a regime of full consumer sovereignty. | 

For full consumer. sovereignty to exist in fact, -certain precedent 
conditions would be required. Competition must be- effective, meaning 
that prices must be flexible,’ resources mobile, entry free, and that 
some consumers must be sufficiently alert and well informed as marginal 
buyers to police the entrepreneurs. There must be no monopolistic 
arrangements to warp resource allocation away from the condition that 
in equilibrium the value of a marginal unit of a factor in each | use must 
equal its alternative sacrifice cost in all other uses. 

- The political conditions are the more interesting. Since. the literal 
méaning .of sovereign is supreme power, consumers are sovereign only 
when they have full and final power to determine the production and 
distribution of goods. No individual or group of individuals acting in - 
any. other capacity than as individual consumers can have power to © 
alter this determination. It follows that the state could not‘exist at all, 
_ for as an appropriator of private products or real resources in the 
consummation of its purposes, the state necessarily affects the alloca- 
tion of resources and the distribution of goods. Any functions custom- 
-arily performed by the state would have to be undertaken by competing 
entrepreneurs, selling . through the market. Thus absolute consumer ` 
sovereignty means philosophical anarchy. There can be no state, be- 
cause there can be no interference with the distribution of incomes as 
determined by the market and no collective state provision of any 
-products outside the market. All wants must be serviceable by com- 
modities moving through competitive markets;. so that consumer 
sovereignty—exerted through price rationing and ‘price allocation—is ` 
supreme. On De Viti de Marco’s principle, there can be no OEE UNE 
wants in this society.‘ 

These requirements make absolute consumer sovereignty a mies 
hypothetical conception and an unattainable moral ideal. Few would 
subscribe’ to this ideal unconditionally. Like competition itself, con- _ 
sumer sovereignty never is wholly- effective. When we set it up as a _ 
. purely theoretical construct, as with the concept of perfect competition, 

_ we are better able. to isolate those elements in actual experience that 
infringe upon its Unrestricted operation. We are also better able to 
recognize consumer sovereignty as a silent and “unorganized kind. of 
‘social power that even in a somewhat restricted price system exerts 
much influence upon the economic ‘process. This power of ‘the con- 
-sumers is at issue in current politics, though this is not the way the 


‘Antonio De Viti de Marco, First Principles of Public Finance, translated by Edith 


‘ Pavlo Marget (New York: Haréourt, Brace, 1936), pp. 39-41. 
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: organization in which individual. preferences are “most, likely i be 
effective. It is not necessary:to argue in addition. the utilitarian poštu- ~ 
- late that: generally the individual is the best. judge of his own interests” 
—a difficult contention to defend. Actually: it is: conceivable that 4 
benevolent’ philosopher king might~ know ‘the consumers’ interests ` 
better than they do themselves. The supreme good involved*in con- 
. Sumer sovereignty’ as a value is the act of consumer choice itself, not 
the constellation of economic ends ‘so ‘obtained. No assertion is neces- 
sary that the ends determined by consumer sovereignty will yield more 
economic satisfaction'to each agent than might be had if the benevolent, 
- -despot did the: ‘choosing instead.. All we. really say is that choosing by 
individuals is a good thing, and that this choosing by the mass of men 
‘develops a uniquely desirable sort of human ‘character.? Thus to- adyo- : 
cate consumer sovereignty is to hold-a particular view.of what consti-. 
_ tutes the good life and the good society. The ‘case for consumer sover- . 
. eignty is formally part : of- the case for individual freedom itself: that 
such freedom is good, in and of itself, To be meaningful, a philosophy of 
individual freedom: must .stress reflective ‘self-consciousness and’ the | 
power of self-determination, both of which come under severe pees 
_ tion in tradition-bound or dictatorial societies... ~ 
Inthe good society, the consumer ‘is..cast-in the ‘role of a judge or 
arbitrator, though not. necessarily one possessing absolute or infinite’ 
„wisdom; ‘As judge, the consumer assigns by’ his spending pattern the 
“rewards or penalties. for specific productive efforts. Entrepreneurs and 
“resource-owners (the consumers in their alternative roles) must adapt 
- themselves to the consumers’ verdicts: By. sérving the purposes oficon- 
l sumers as indicated .in the ‘latter’s value scale; any producer ‘then 
< acquires purchasing ‘power to fulfill. his wh purposes as a consumer. 
himself: As’ producer- hè is subject. As consumer. he is sovereign.” At. 
the same time, the consumer in. this system is not an innovator, He i is 
". voting economically with his fellow consumers to select those’ entre- 
preneurs who are to survive in competition; , hence to continue. to | 
represent him in the productive process. Given opportunity, the entre- ' 
_ preneurs and producer groups would. naturally try to bias his prefer- 
“ences (advertising in'one form) and to limit his alternatives (monop- 
olistic arrangements): However, in this ideal world they ċould.not 
do so. The entrepreneurs, in turn, are the interniediaries by which. the 
. consumers ‘achieve their ends. Because: ‘the consumers’ role is judicial 
rather than initiative, the pattern: of production then depends: also 
l This bears some relation to Stigler’s eonteation that the classical school emphasized 
= maximization of- output because the process itself produced a certain kind of man. rug 
T Stigler, Five Lectures on Economic Problems (New York: Macmillan, 1950) aoe 


* This lagt-point has been made by W: H. Hutt, Economists and the Public: A Study 
ia a and Crees (London: Jonathan Cape, 1936), p. 257. * 
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CONSUMER ‘SOVEREIGNTY IN MODERN. TIMES 
i . By. GEorcE H. HILDEBRAND ` i ` 
University of California at Los Angeles 
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To avoid fatal misunderstanding, I wish to make clear at thé outset - 
that I propose to limit the concept of consumer sovereignty exclusively ~ 
to the economic power exerted by individual consumers by their spend- 
ing in the market. This kind of power is clearly distinct from political 
sovereignty as an alternative method for influencing the economic 
. process. Acceptance of consumer sovereignty therefore means that indi- 
vidual spenders, by their spending, are to reign supreme in controlling ~ 
‘both the allocation of resources and the distribution of goods. To be ` 
fully effective, this power requires the market mechanism and a per- 

fectly competitive price system. 
As a form of social power, individual. consumer sovereignty. may be 
viewed in two ways: first, as an imperfectly realized condition of fact 


‘wherever a price system exists and demand can influence production; os 


second, as an ethical value to be sought as an ideal and to serve as a 
standard of reference by which existing facts, policies, and proposals 
may be judged. I desire'here to consider consumer sovereignty initially 


as a moral value, and to view it deliberately in its pure and extreme - 


form; then to examine some leading situations or proposals where its 
abridgment or denial is involved; and finally to.review the.criteria on’ 
which such abridgment. or denial may rest. My discussion necessarily 
must be terse and abstract. Perhaps to some, also, the whole problem 
‘will appear irrelevant to the times, although I believe this to be a short- 
Sere: view.” . s 4 


I 


If adopted as a moral value, consumer sovereignty ae one of 
‘~the explicit ends that define the optimum in welfare analysis. To 
assume consumer sovereignty as an end is to say that the value scale 
established. by the consumers through the market ought to. determine 
both the allocation of resources and the distribution.of goods. This in: 

turn seems to'me to be a way of saying that individual choices have » 

- intrinsic value, that what is therefore: required is a type of economic. . 
_ 3 One reason why the consumer is limited almost to the economist alone as spokesman,, 
E why he rarely figures in the politically possible, is that the consumer is without organi- 

’ zation. Organization: còunts in politics, and this. very fact often tends to make the state 
the natural enemy of the consumer. There is also a second reason:- economic gains or | 


‘tated of consumers are usually diffused, while those of ee groups are concen- 
trat : 


~ 


er 


~ 


18° _ - AMERICAN ECONOMIC ASSOCIATION ` . 


retain any real mastery? Can the common man of our day remain 
distinctively an individual? Or is he doomed to rise only to lose his 
identity in the common mass? In-the United Statés the consumer is- 
fast becoming the forgotten man—remembered grudgingly with a few 
leavings such as the Food Stamp Plan and resigned to take whatever 
else a paternal state may dole out to him.-In Russia he has already 
become servile, as in mercantilist days—a machine fueled for the 
_ benefit of the superstate. : 


~ 
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broader Gi perspective, it appears that ‘his future’even in economic: ' 

' analysis may depend less on economic theory as such than on the- 
history of our. times—economic and ideological, including the ideologies 
„of economists. Indeed, the fate of the consumer ‘and the common man , 
are one; they are the fate of eee on ee hangs that of 
economics itself. aA A ae - 
‘At close range the consumer’s position looks race gloomy. Mute 

as.always, he has Jost the unqualified support of intellectual protago- 
‘nists and the more solid foundation of laissez faire small-scale capital- 

- ism. Meanwhile, business, labor, and. agriculture, each of.these, can 
__call.on the authority of a new economics to.shape public policy in its 

_ own special interest. Business claims tender treatment, for what would”. 
we do without investment incentives? And how can business stabilize 
itself iri the face of antitrust rulings? Labor comes up with a club in 
one hand,and a Keynesian bible in the other demanding higher wages - 

_ through which, it is argued, labor may serve the common cause. Agri- 
‘culture claims the same duthority, with a little extra tear of sympathy 
‘thrown i in. The individual is lost in the group. or interest bloc. Mean- 
-while, out of the tussle among these self-styled adherents of the. new 
economics emerges a full-grown monster called “parity,” and inflation. 
~-goes on for another round to knock out the consumer. Antitrust gives 
‘way to government cartelization.’ And. the economist’s star performer, © 
' fiscal policy, discovers that she is rearing a brood of ugly ducklings. - 

, Obviously economists are challenged to come to grips, with flies 
. forces that are using and misusing their findings. The problem is a 
tricky one. ‘The increasing role of private power groups and govern- | 
ment bureaucracy. in- economic life blurs the lines between economics — 
“and the other social sciences. Economists are called upon fòr a broader ` 
understanding. of social forces in general; And above all, they are 
` forced to re-examine the extent -of their faith in the ‘individual—a 
„philosophical proposition quite distinct from the pragmatic tradition of 
laissez faire. For economists have long been the bulwark of a philosophy - 
that centers in thé individual, and it is to them primarily that society 
must look for any realistic implementation of that faith in the modern. 
~ world, Thus, paradoxical as it may séem, the disintegration of scientific 

= economics can be prevented, if at all, only by that nonscientific’ thing 
called “value judgments” on the part of economists. Can the consumer : 


a) 


t Antitrust has of course always reflected producer interests—producer: sbicctions to 
.. restraints of trade and unfair competition. But with the changing structure of the economy, 
. these interests no longer serve to protect consumers to the same extent as heretofore. - 
aM, monopsonistic buying may sometimes neutralize the malallocations and. con- 
< sumer’.“exploitation” associated with monopolistic selling. But . antitrust sometimes at- 
“tacks monopsonisti€é buyers who retail for a mass market and who commonly pass on 
` to consumers much of what they save i paying monopolistic suppliers ‘lower prices for 
the goods ee retailed. ; l , : 
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-the allocation between. idleness. and employment of: Yesourcés ‘and be- 
‘tween producers” and i consumers’ goods. Here the consumer still plays 


a part, but he’does not exercise his power by‘marginal comparisons and 
direct choices: Instedd the results appear as unintended and indirect 
effects of choices made on ‘quite other grounds. The’ harmony of iriter- 


` ests. is regrettably ‘lacking. As- a result, the norm of realizing consumer 


preferences tends to recede before that of realizing full employment. In- ~ 
dividuals come to be viewed in-a different perspective: as. resources 


seeking employment rather than as consumers seeking satisfactions. 


_ Recognized or. not, Marx and Malthus have enjoyed a rebirth in 
modern i income and employment: theory. Again there is`a call to. the | 
consumer—a call to serve. For it. appears. that in some respects. he has 
ruled badly. -Thrift has become a mischievous sprite, appearing at the- 
wrong moments and- disappearing just when he is needed. The con: - 


- sumer should spend money. when he has little and expects- -less; he` 


should save money wher he. has plenty: and expects: more..He does not 
obey. the rules. Since no one expects him to obey them, he can be 
permitted free choice and some degree of ‘mastery only by indirect 


- public controls over his aggregate’ saving and spending. propensities. 
Given these, controls he may- still choose’ freely as an individual. Such 


is the solution: of those who still believe. in-him, but there are many 


` who do not or who forget him altogether. And there are some admirers- 


r 


‘of the sovereign consumer ‘who doom ‘him with PO and . 


defeatism. _ + ` i 
Servant, M aster; or Forgotten Man; “The nane Prospects. 


. What then are the prospects. for the consumer? me he be servant,- 


master, or forgotten man? > f. ~ 
In economic analysis-much depends ii aie progress made in ae 


“analysis of choice. making in a dynamic context. It is, notable that the 
sovereign consumer of the last generation. ‘resided in an artificially . 


static world. The dynamics of Adam Smith and: Cantillon. had receded 


| in the face of ‘this elaborated static analysis, In the new dynamics. of © 


our. day consumption in the aggregate has tended to- eclipse the indi- , : 
vidual consumer as choice maker, On the other hand he is still present 


-- In the concept of liquidity preference; which has stolen most of. the | 
‘show from. time preference: And the last decade has seen some out- - 


standing attempts to extend the theory of choice to dynamic situations 
—a development that is.already' expanding consumption concepts and ~ 
reinstating cardinal utility. Perhaps,.then, the consumer has a rosy 


_ future in analytical economics despite the forces working against him. 


_ However, if we stand off, and view the consumer’ S prospects from a 





allocation between’ sproducers’ and consumers’ goods, which is at once a problem in aggre- 
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manage the accounts or maintain the disinterested objectivity required 
of him. - > ~ : 
“ Strange partners of the dae odiis in modern “welfare eco- 

nomics” aré some strongly antisocialistic economists and some of: 
mixed leanings who suggest as a limited policy guide the concept of 
compensating payments. Despite their indisputable competence ana- ' 
lytically; these writers are in a weak position so far as the normative ; - 
issues are concerned. Their weakness reflects two striking contrasts 
between them and the scientific socialists: Their proposals are not 
integrated with other policy propositions; and they fail to face up to 
the unavoidable practical: issué of income distribution. These two 
defects are closely connected. The criterion of compensating payments 
_stems from a free enterprise background but involves public manage- . 
ment in practice. By leaving it disconnected with other aspects of 
public policy, the proponents of this guide are able to maintain ‘the 
illusion of having excluded the “unscientific” question of income distri- 
bution along with cardinal utility. But in fact the attempt to be strictly `- 
scientific in one direction—avoiding interpersonal comparisons of utili- 
ties—hides a nonscientific base of operation in the status quo so far as 
income distribution i is coricerned. This position has no more foundation 
“in economics per se than the equalitarianism of the socialists. An in-. 
herent reactionary slant is clearly the political implication of scrupulous _ 
restraint where income matters are concerned. The only escape from - 
this ethical dilemma is in some supporting argument that involves ~ 
_& prior conditioning of income distribution in accordance with an ac- 
cepted nonutilitarian criterion. It is significant that from the polar 
extremes of liberalism as expressed by Professor Knight and scientific . 
socialism as voiced by Lerner and others comes the plea: let us assume . 
the interpersonal comparability of utilities as the best rule of thumb. ` 
Indeed, by an ironic twist it is precisely at these extremes that we 
find the most thoroughgoing democratic individualism combined’ with.. 
the most far-reaching criticisms of the status quo. 

The third main problem—that of unemployment—involves a two- 
edged attack on the consumer sovereign: normative and analytical. 
The whole idea of*a nice allocation of resources seems to be thrown 
out of kilter when many resources are unemployed and many wants - 
unsatisfied. Analytically the attack is, however, a limited one; the, 
threat is more serious in the normative than-in the analytical domain, 

Modern income and employment theory leaves substantially intact 
the role of the consumer in the allocation of employed resources among 
consumers’ goods and among producers’ goods.® The breakdown is in 


° Faulty anticipations take on importance in the dynamic framework, but these” are 
more significant in their aggregative than in, their allocative effects—always excepting the . 


~~ 
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gone. A major participant—yes. An absolute . ruler—no. One may 
defend the consumer by attacking. monopoly through public policies 
such as.were tecommended by Henry Simons on. the one hand or by 
Oscar Lange on the other; but these are normative defenses. They do. 
not reinstate the consumer to his full sovereignty in the analytical; do- 
main. 

The result of these destinies in history and economic theory. has 
been a vast elaboration of the analysis of market adjustments and the- 
role of the consumer in them; These refinements constitute a major 
advance in the understanding of the economy. It would be futile to 
protest the demotion, of the consumer. in theory, whatever one’s posi- 
tion with respect to consumers’ sovereignty as a norm. While. the con- 
_ sumer is considered less powerful, there has been simultaneously a 
renewed and heightened interest in the éffects of choices that affect 
resource allocation initially via supply. For example, individual expres- 
sions of job preferences receive greater attention and may be regarded 
as an aspect of consumer choices if this concept is interpreted broadly 
enough, 

The second. problem—that of TE E primarily, the - 
normative position of the consumer. That the problem is essentially 
political is evident: It is philosophical and ethical, also, for on what 
‘grounds can one justify any given distribution of: consumer “dollar 
votes”? Can there then be any effective defense of the consumers’ 
sovereignty concept? Evidently any defense must hinge on some prior 
proposition with regard to the distribution of dollar votes. By; the 
. strongest exponents of liberalism, the answer is sought in policies aimed 
at the equalizing of opportunity to acquire income within a free enter- ` 
prise economy. Perhaps this approach is due for a revival. However, 
most economists who have recently directed their attention to ‘this 
` issue have put their emphasis elsewhere. They fall in two main groups: 
the “‘sciéntific socialists” and the proponents (usually somewhat luke- 
warm) of the concept of “compensating payments” as a policy guide. 

The scientific socialists meet the ethical issue squarely; they sup- ` 
port the sovereign. consumer on the prior condition that the inequalities . 
in the pseudo democracy of a free enterprise system be purged. Public . 
management of a socialist state is then to be directed to the end of 
allocating resources in accordance with consumer preferences. "The 

monopoly and employment problems are swept away at the same time}, 
so that no conflict of goals remains. Given their goals, the. chief trouble 
with the solution offered by the. scientific socialists is not so much its 
- economics per sé as its utopian character. The problem of labor incen- 
tives is a formidable one. Moreover, it is doubtful that even a scientific 
socialist—should he by some miracle attain the seat of power—could 


` THE ROLE AND INTERESTS: OF THE CONSUMER < els a See 


catried back throigh: the. economy by imputation. In the latter applica: s 
_tion the worker took on a consumer aspect, as did thè owner of land. ` 
or other property ‘capable of use in. either. production or direct .con- 
‘sumption. Here was the beginning of the merger. of the consumer with | 
: the individual as choice maker on all the boundaries of economics, a: 

l “development that is being amplified i in modern theories of the. dynamics’ 
of choice. Finally, from’ Marshall in England. and Wicksell in Sweden . 

: came the chief contributions ` to a marginal theory. of- interest- ‘that . 

_ served to equate saving with investinent : and thus realize consumer ` 
preferences i in the allocation of resources over time. : | 

With. the proliferation of opportunity-cost analysis, the elevation of ` 

. the consumer to sovereign status in static theory was virtually com- 

: plete. This abstraction reached its peak in-a revamped theory of general ~. 
compétitive equilibrium. And with his de facto rule in theory came also ` 
a rule de jure. The satisfaction of consumer preferences was honored 
as “the economic end” even as. the subjective emphasis that had brought: | 

_the consumer to the throne was evaded by indifference analysis. It is _ 

„perhaps somewhat ironical that the.purest of pure theory—the general 

~ equilibrium model—should ‘be simultaneously . denuded of its subjec- — 

-tive content, yo useful SEA u not: solely. i in this normative: con-. 
text. 

The’ ‘Monarch, at Baj; Monopoly, Inequality, ana Unemployment. - 
' Perhaps at this point the consumer surpassed himself: At any rate he 
. will never again reign ‘so nearly absolute a monarch in theoretical eco- ` 
nomics and. his fate in the normative domain is problematical. There 
were always serious weaknesses in- his defenses—weaknesses recognized’ 
in part all along..But what were once cracks are becoming chasms with 
the progress. of history as well as that of economic analysis. Three - 
` essential problems : are, involved: monopoly, inequality, and unemploy- l 
. ment. aan a 

‘The föst pen a of BE E the consumer in . 
"the analytical domain. Even -before the consumer was fully installed 
on his throne, the days: of small-scale capitalism had; passed. So long _ 

, as monopoly was’ considered exceptional and. most | immobility and | 
indivisibility could be passed over as’ unimportant or “merely fric- - 
tional,” they .constituted-no serious threat. But history. has forced a.” - 
recognition of the importance of these factors: No natural order, now~ 
_ supports the: sovereign consumer, nor is there‘a contemporary equiva- - 
- lent in the ‘accident. of favorable historical conditions. With the loss of - 
_ these: props; the consumer’ s lofty position ‘in. analytical economics is 


2 “THe Pigovian. distinction ‘between social and private costs- and -social and private: - 
` revenues is important, also. However, despite its significance, this analysis failed to shake- ` 
\the foundations of traditional doctrine. In an v expanded form it is PES dùe- -to- receive = 
` increased attention. | ý 
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ai ae depreciation ‘allowances and orders 7 replacement vE 
capital goods bring. swings in the general level òf economic ‘activity; 
the circular-flow is no-longer smooth but suffers: interruptions. -Despite 
its: linkage with the -theory of ‘surplus: value, ‘Marxian crisis -theory 
embodied 4 remarkably mature. conception į of the function of cohsump- 
tion as a primer of economic activity. Because of the emphasis on the 
' low-income of-abor; it is perhaps morë a plea to “give the consumer 
a chance” than the “call for the consumer” issued by Malthus.: © - 

The normative foci of-thesé early writers was indeed quite different 
from that predominating among. modern ‘national income ahd cydlé 
. theorists. Among most of the early Continental writers and in Marx . 
the normative eniphasis was on the redistribution of income or economic ` 
‘. power. Malthus?’ analysis was linked with a conservative philosophy » 
that was at once moralistic, profoundly individualistic, and pragmatic; — 

_ his ultimate concern. was with the improvement of mankind in accord- . 
. ance. with divine teleology. Only recently has the goal! of full employ- - 
‘ment tended to eclipse-other norms associated with analysis of the 
: aggregative role of consumption.. ` 

The Consumer.Enthroned; Subjective’ Utility, Opportunity Cost; ind. 
General Equilibrium. It was not until the- subjective utility approach — 
_t6ok over economics that a mature conception of the consumer role i in | 
resource allocation-appeared. Although this approach had been “in the 

-air’”’ for some time, it exploded in. the famous year 1870-71, to begin a. 
new era in econontics. Advance was groping at first. Ignoring the im- 
oe developments on the Continent, is discussion yo be confined. 
„to England.. 

În England the problem: of co-ordinating ie new “utility thesties - 
- with the older cost.theories came ‘to’ take the center of the stage.; At 
first this was done’ primarily through the idéa of ‘ ‘real costs” or dis- 
utilities—Benthamite “pains.” Je évons’ supply :curve of labor was 

~ based on, the. irksomeness of work matched’ against the marginal utility 

of. income. A similar train of thought appeared even in Edgeworth sn 
‘Marshall. The most persistent of these disutility or real cost explana - 
tions was probably the idea of. interest as a- reward for waiting. Quite : 
aside from its hedonistit- coloration, this concern with real costs ide- 
~ layed a full-fledged. consumer orientation. It was only when real costs 

” could be converted into.a positive ‘preference form that opportunity cost 
could take over, and with it the Consumer... 

Wicksteed was the first -of the British economists apia to join 
the utility and cost approaches through opportunity cost. The concept 
was applied in connection with both the allocation of resources among < 
_ different uses and the margin of choice between leisure or idleness of 
+ Tesources and: ‘income: An the former. ppphesnot ic consumer Tule was. 
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were not so closely integrated as those of Ricardo or the physioctats— 
-`a characteristic that was both a'strength and a weakness. Malthus’ 


inductive approach, with his dislike of the abstract assumptions of de- 


-ductive analysis, may be in part responsible, also, for “his failure to- 


exploit the-“labor commanded” approach to value by a: further develop- 
ment of resource allocation analysis. 

The Unfortunate Consumer; David Ricardo and John Stuart Mill: 
The Iron Law and the Wages Fund. Ricardo and John Stuart Mill 


marked a retreat rather than an advance in conceptions of the role of 
‘consumption, for in-selecting thé “labor embodied” version of Smith’s 


theory of value, Ricardo set a pattern of cost rather than demand 


_ analysis that conditioned British classical economics for some time to 


\ 


come; it delayed the acceptance in Britain of interpretations of eco- 


‘nomic adjustment in which consumption was brought to the fore. In | 


fact, the Ricardian emphasis on the iron law of wages and the rigid 
wages-fund doctrine of Mill made the whole question of any active 


role of the consumer in the economy largely irrelevant. The small. 
_ degree of elasticity in the subsistence minimum admitted by Ricardo 


\ 


and the emphasis on prudential population checks in their relation to í 


living standards in Mill modified the fatalism -of their analyses; but 


such modifications did not alter the fact that consumers as such played ` 


little more than a passive role in the dismal science of these economists. 
Their aims were diametrically opposed to those of the mercantilists, 


_ but the role of the “unfortunate” consumer in classical economics was 


not markedly Bene from that of the “servile” consumer in mer- 


~ cantilism. 


Give the Consumer a Chance; Marx- and the Continental Undercon- 


_ stimption Theorists. The Continental “underconsumption” theorists 


from Sismondi on received little attention from orthodox. British and 
American economists, Like Malthus’ theory of glut, their ideas were un- 


congenial to the. prevailing trend of what came to be’ equilibrium ` 
analysis. Moreover, their political views were unacceptable. Only re-- 
cently have these two streams of thought begun to merge, and such - 


is the resistance of the human mind that it took an orthodox equilibrium 
approach ‘by Keynes to turn. the trick. Malthus’ theory.was móre 
sophisticated than the others with the exception of ‘Marx. 

Marx’s ingenious adaptation of Quesnay’s: Tableau has been much 


.-discussed in recent years. Whatever may ‘be said of its defects, the 


brilliance of the accomplishment at the time can hardly be questioned. 
Here we have an almost full-grown „appreciation of -circular. flow 
joined with a distinction between producers’ and consumers’ goods and 
an awareness of the significance-of capital goods production in the 


maintenance of employment. Briefly, Mscrepancies one way or the 


~~ 
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~ Malthus made four- contributions toward a greater understanding of 
the role of the consumer and consumption in economic life, though all 
. four were somewhat abortive.- First, Malthus selected the labor- 
commanded aspect of Smith’s value theory rather than the labor- 
_ embodied approach. This prevented the development in Malthus of an 
iron law of wages or- the wages-fund doctrine that characterized his 
~ classical successors; but Malthus made no positive use’ of this approach 
in developing’ an ‘overall resource allocation analysis. Indeed, in ‘this 
respect he was far behind Cantillon and even the physiocrats, despite 
_ the fact that the latter had been hampered by their concept of value. 
` Second, Malthus initiated the “Ricardian” theory of rent, which estab- 
lishes the fundamental marginal productivity concept; but neither 
Malthus ‘nor. his immediate successors extended this theory in a gen- 
eralized form. Third, in connection ‘with his study of population, 
Malthus went a step beyond Cantillon in the distinction between levels 
and standards of living; but here Malthus was limited by the historical 
- setting. Despite his concern for the common man, Malthus reflected 
the pre-Smithian- focus on the consumption of the wealthy versus that 
| of the masses of the people, and he was unable to foresee the rapid 
rate’ of. increase of production and i development of birth control 
techniques that lay ahead. i 
It was in bis theory of general. glut that Malthus gave to consump- 
tion an explicit and active role in economic life, This theory he: op- 
posed to Ricardo on the one hand and to J. B. Say on the other. 
Essentially he argued that saving pushed to excess would. destroy the 
motive to production—that there was no certainty that savings would 
find an outlet in investment. Indeed, “if every person were satisfied 
with the simplest food, the poorest clothing, and the meanest’ houses, 
. no other sort of food, clothing and housing would be in existence.” 
Thus the theory of general glut involved a conscious consideration of 
the active role of consumption in economic life. It issues a call to the 
consumer. Higher wages were not a way out, since. they raised .cost 
zas much as demand. Poor relief was not even considered, having -been 
already thoroughly condemned as conducive to an excessive growth, 
_of population. Two kinds of demand filled the bill: the unproductive 
demand of wealthy people and public works. The modern coloration in 
this view of the consumier’s role in the economy is evident, even though 
Malthus probably remained largely unaware of the circular flow 
process inherent in his. analysis. Although Malthus.discussed at some 


-. length what’ amount to the “propensity to save” and the “propensity 


_ to consume,” he did not weave them into an integrated circular flow . 
` theory. This lack of awareness is associated with his inductive method- 
-ology and his. disregard of the physiocrats. His thoughts on economics 
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consumption to workers engaged in making material pads, emal 
-involved such a transfer to. productive consumption. Individuals were . 
'- sometimes: profligate instead of thrifty, but on balance Smith believed ` ` 
that’ thrift outweighed extravagance among private citizens. Since 
‘governments tended ‘to extravagance and government services. were . 
. usually unproductive, this became one of the pegs on which Smith “a 
oe his support of laissez faire. : 
- Taking a cross-sectional view of Smith’s stream of progress, the - 
harmony at any given. time between ` consumers’ preferences as ex- 
pressed in the. market and the allocation of resources in response to in- 
` come incentives is evident. However, Smith did not endorse without » 
reservation the realization of consumer preferences asa goal, -His-reser- 
. vations are evident in his moral philosophy. ‘Weighing various. factors 


-in the balance, he came. out with an endorsement of freedom, rather .. . 


s than an ‘allegiance to consumers’ sovereignty as, such. He put more © 
. stress on distribution than on consumption. 5 

- The Psychic Infant; Jean Baptiste Say and J eremy Bentham. Jean | 

., Baptiste Say was probably the, first economist to become an unquali- - . 

-. fied exponent . of thé normative position that the satisfaction of con- 

sumer preferences, whatever those preferences might be, was'an end in 


- and of itself. He came to. this position in part through his interpreta- 


tion of value as based on utility and scarcity. Though a devoted pupil 
“of Adam Smith, he discarded the materialistic conception of wealth, - 
g explicitly including nonmaterial services in aa for these, like 
goods, yielded utility and hence had value. 

. Jeremy Bentham shared this utility approach o value: Moreover Ge 
anticipated implicitly the concept of marginal utility though he applied . 
‘It only to income or property as a whole, not to particular goods or... 
Services. Bentham’s utility functions were nonreversible: a loss involved 
a pain greater -than the pleasure resulting from an equal gain. The 
difference was due primarily to the pain of insecurity. In view of this 
_ fact Bentham’s calculus tequired ‘important simplifications before it 
`. could be applied to the static models of a later date. ` : 

Neither Say. nor Bentham seems to have had. much influence on his. ` 
respective. contemporaries so far as the utility theory of value was 


. © concerned. In this respect they anticipated the orientations. that char- 
-acterized economics in. the late nineteenth century—not classical eco- < 


nomics. It was “Say’s law” of the equality of aggregate demand: and ` 
aggregate supply that ensured his place among his British contempo- 
raries and immediate successors. And when British economists came’ 
finally to accept a utility approach to value, it was the pain side of _ 
Bentham’s calculus that enabled them to smooth the transition from - 

a cost toa demand approach: i 
Call for the eee Malthus and the Theory of. General Glut. 
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The: idea of-& - beneficent. aturi: order”? was’ Sect asa de-..- 


fense and “Justification of physiocratic: ‘policy; it was the philosophical 
‘counterpart of pragmatic laissez faire; going. beyond previous liberal: 
ideas of “social contract” to. the ‘inherent: rights of man. Laissez. faire. 
-as a’ practical political program and’ the natural ‘order as’ its- philo- 
pes twin: became: substantially the creed of Adam Smith and his 
; followers. This ‘ereed went, a’ step beyond, Hure i in setting. the stage 
- for’ a-focus "on -the realization" of: constimer’ preferences as a desirable `. 
goal in itselfi—a repercussion’ felt long: after. Hig -metaphysics of the: 
natural order had been discarded. ~ `~ 

. The ‘Consumer, Fraternal; Adam ‘Sinith~Preedom’ and H A 
sEeononi Progress; In. Tke- Wealth of Nations for`the first- time the 
_ emphasis. is clearly and ‘unqualifiedly | on..the goal of a continuously. . 
-rising level’ of living for the masses: of ‘the population. Às enamouréd _, 


ia Ys 
via te 
a aes 
i 


of thrift as his British predecessors, and. as intolerant of profligacy, 
Adam Smith. had: nevertheless” a very, ‘different, attitude toward what > 


‘was then called. “luxuries of.the poor.” In his words: “No society can 
surely. be flourishing and happy, of which oe far greater part of the 
“members are poor and miserable. Ma wl os | 
‘There is, little ` pessimism- in Adam Smith: Neither ’ an iron law of 
‘wages nor a dilemma of unemployment, trouble his ‘titopian free society. . 
- This is true “despite. the fact‘ that. Adam Smith,, like the mercantilists. 
and -physiocrats before’ hira, foreshadowed the iron law in certain 
elements. of “his thought. Steady: progress with its corollary. of high 


- wages is conceived as possible. alriost indefinitely, provided the state ` 


will keep. out of the way. And ‘with -this advance. may be: -associatéd, 


also, the harmony of interésts of all classes of the people.. (Adam Smith’s - 


philosophy was essentially pragmatic, despite tracés of divine teleology. 


He was more aware of ‘the utopian aspects of his theories than were | 


many ‘of ‘his ‘followers, though he did not- realize the historical ' limita- 
: tions of the economic reality from which his utopia was constructed. J: 
Central in this-dynamic framework were thrift and-the profit motive, - 


-for ù upon saving-to invest in the séatth for profit depended the accumu- 


- lation of wealth, That savings would Bé invested ‘was taken for granted. 


Thus. the: role of the consumer-sayer in‘ the allocation of resources Ibe- . 


` tween present ‘and future consumption: was emphasized. 


~ Closely associated -with his ‘emphasis’ on-material progress is ; Smith's 


" famous distinction between: “productive”. anid. “unproductive” con- 


-~ sumption—a > distinction. similar to ‘that of the -physiocrats -although 


` Smith dropped their’ dichotomy. between’ agricultural and other em- 


- ployiments. An important desideratum was ‘the behavior of ‘the: wealthy, . 
who might spend. unproductively on‘thé ‘services of domestic servants ~ 


and professional menor who might: spend productively -by transferring . 
‘The Wealth of, Nations (Cannan edje Vol I, puo, , 0. O i 
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jatina revenue. As a result, expenditures would be increased, which, 
he argues, “favor the population because the augmentation of expendi- . 
ture brings gains to a large number of men. The growth of population - 
extends consumption. Consumption sustains the price of commodities 
' which are multiplied by the cultivation in proportion to the needs of 
men, that is to say in proportion as the population grows.” (This sug- 
‘gests a direct proportionality between population and aggregate>con- 
sumption ; hence . an approximation to a subsistence theory. of wages. 

But the concept was elastic. Though it might be interpreted as a fore- 
shadowing of the. “iron law” of wapeS, there is no iron law in puyei 
cratic doctrine.) 

The rudimentary nulnplies analysis eoat bited by thé ‘phystocrats 
derives directly from their emphasis on the. special role of agricultural | 
investments (annual advances) in economic progress.* First, the- 
proprietary class was saddled with the ‘responsibility of diminishing 
tithes and taxes and limiting its own consumption that the cultivators 
might have more leeway with which to make the annual advances 
_ necessary for the progress of agriculture. The greater these annual 
. advances, the greater by a multiple the subsequent surplus yielded’ 
by the land and hence the greater-by a multiple would be the revenues © 
of both cultivators and the proprietors themselves. (Thus the self- 
- interest of the landed proprietors was in harmony with the general 
interest. They needed only to.be educated to their own interests.) With 
. greater revenues, productive consumption would: be increased, which 
- would in turn lead to further increases'in production, revenues, etc. 

‘Conversely, extravagant expenditures by. the proprietors with burden- 
- some levies on the cultivators would start a cumulative decline such as 
France had experienced over recent generations. The employment issue 
as such was not raised, but here, nevertheless, was an analysis of © 
circular flow that incorporated both consumption and investment ex- . 
_ penditures in the determination of the general level of production. _ 

The physiocrats walked the fence-so far as the masses of the popula- 
tion were concerned. Their immediate goal was the prosperity of agri- 
culture, which ‘was. viewed as the road to national prosperity; and it — 
was capitalistic cultivators on whom they focused attention. But, in’. 
contrast-to the mercantilists, the physiocrats believed that an.improve- ° 
ment in: the economic condition of the common man was an essential 
ingredient of national prosperity. If national wealth was not yet-de- 
fined. as the wealth of the people as a whole, neither- was the wealth 

of the. state. a thing apart from that of the population. 


TAi interesting comparison of Quesnay’s analysis and the Keynesian mapie is in- . 
cluded in a een Abie master’s thesis, The Concept of Consumption Among the Physio- 
crats and the Classical Economists, by ‘Donald W.. Regier (Iowa State College, 1949), 
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consumption conditioned the uses to which resources would be put. 

Also, in the. Tableau Economique they adopted from him the idea of a 
circular flow. But they went beyond Cantillon by introducing the idea 
of cumulative effects. They gave to all of their analysis an agricultural 
bias lackirig in the earlier writer and they adopted what was essentially 
a “material embodied” definition of value. In view of Cantillon’s em-’ 
phasis on the role of the landed proprietor, it is not-surprising that his 
work was favorably received among leading French thinkers of 1755. 


< However, to- Cantillon craftsmen were as productive as cultivators— 


“intrinsically” perhaps even more so, because of the training, etc., for 
their work. Intrinsic value was all the land and labor embodied in a 


thing including the labor of fabrication, transport, etc. - 


The resource allocation concept’ in physiocratic literature lost ground . 


7 because of tbe materialistic definition of value and the agricultural, 
_bias—the two being closely associated. All nonagricultural labor was 


“sterile” and all expenditures on fabricated products and on raw 


“materials. used in fabrication- were “unproductive consumption”; for 


value resided in matter and a decrease of matter was generally involved 
in fabrication. “Productive consumption” included investments in the — 
form of the annual advances to-agriculture for productive use and the 
consumption of agricultural products, for both of these gave rise to: or 
supported “productive” (i.e., agricultural) labor. Thus the Tableau 
was set up in such a way as to émphasize movements to, from, and 
through agriculture; the generalized analysis of resource allocation i in- 
herited from Cantillon shrank into a focus merely on the extent to 
which resources were moved into and wutilized-by agriculture. There — 
was also a blurring of the distinction between investment and con- 
sumption outside of agriculture; and the lag between such investment 


and sale of the product was forgotten. Cantillon had discussed lags i in 


all spheres of enterprise, primarily in. connection with his discussions 


'- of credit, the velocity of circulation of money, and the amount of money f 


needed to keep the wheels of the economy oiled... - 
Yet, in broadly categorizing consumption expenditures as pide: 


‘tive or. unproductive and labor as productive or sterile, the physiocrats 


pushed economics ahead along another line—toward an understanding 
of the aggregative role of consumption in the economy., This point is 


_- apparent, for example, in Quesnay’s arguments for free export, of 


` grains. Here Quesnay is in sharp contrast to Cantillon. His argument 


in favor of-the free exportation of foods and other agricultural prod- 


‘ucts is of course consistent with the physiocratic laissez faire position, 


but it probably stems primarily from the emphasis on the importance 
of encouraging development of a capitalistic agriculture. Export would 
raise agricultural revenues, which formed at that time the bulk of 


to 
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` value- of their services, another man is induced to become a tailor; ag ` 
. prices fall short of that point, one of the tailors drops out. The analysis - 
„is carried back. through the economy by imputation; an increase in . 
demand for horses will raise the price of grass as compared with wheat, _ 
ene about a corresponding shift in land use. It is ‘through an — 
extension of this imputation analysis combined-with a somewhat elastic 
subsistence theory of population that Cantillon approaches the question 
of the level of employment. and the size of the population as a ‘whole.- 
Cantillon did not share the.mercantilist condemnation of the “lux- . 
uries” of “thé poor,” but he followed the mercantilist line in criticizing 
consumption choices that involve imports of luxuries ‘(and exports of . 


. food). Quite incidentally, Cantillon’ justified consumption -of domesti- . 


cally produced luxuries when such consumption .was needed to main- 
tain full employment of a large population able to produce a large 


_ surplus above subsistence. This argument is found in some~of the 


mercantilist writings in justification of luxuries of the rich, but Cantil- 
lon’ generalized the idea for the population as.a whole. Some compre- | 
hension of the aggregative role of consumption in: maintaining full- 
employment ‘seems to be implied, but Cantillon did-not develop the 
idea. Despite the allocative focus of his analysis, there is no supeesuOr 
of a normative interest in consumer preferences as such. 

- Briefly, then, consumer expenditures are the ‘drive shaft of the entire 


economy and steer its course. The emphasis is analytical, not political — 


or philosophical; but implicit are the goals of high productivity, a large 
population, and full employment. Unemployment and depopulation re- 
sult primarily from consumption pa a distort resource alloca- ' 
tion. .- . 
The Consumer and the Circle; Physiocracy; Effects of Consumption 


on Agricultural Productivity. During the seventeenth and. eighteenth 


centuries: France had sunk deeper and deeper in the economic doldrums: 


-~ She was suffering from oppressive. feudalistic survivals, elaborate re- 
§trictions on `“enterprisé, unequal, arbitrary, and heavy taxation from 


which the nobility were exempt, and progressive exploitation of the ` 


. people. by a profligate and irresponsible court. Agriculture was in a 


sorry state, poverty dire, and a flight of men and wealth from the ` 
fields to the towns intensified the contrast between the brittle luxury © 


"of an ostentatious minority and the misery,of the common lot.\Popula- 


' tion had been declining rapidly. A revival in agriculture, which was 


still the foundation of the French economy, was clearly of the greatest 


es importance.. It is against this background that the physiocrats must 
_ be understood. Analytically they drew upon Cantillon, philosophically 
. upon Hume and Locke, but in each case they. provided their own 
‘special bias and their own new insights. 
x The —— took from Cantillon the idea that the pattern of 
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aay of labor could be. maintained, reaily. for. use by the state in case .. 


— m merienn menn i henna Heke 
’ Š . 


of need. This -Hume argued. in™ favor ‘of innocent luxury, which was.” ` 
mass luxury, on the same ‘grounds’.on which the mercantilists con-." 


‘demned it. But in addition’ there was a utilitarian element in his: dis- 
tinction between “innocent” ‘and: “vicious” luxury. The luxury con-" 
sumption of a small wealthy minority was Vicious, not only because it 
could not. be justified on the grounds of inducing greater industrious- 
hess, but also because it afforded, satisfaction to such a small propor- 
tion of the population.. The way was, nów opening. for development of 
a normative concept ‘of ‘the sovereign- consumer, though: that concent 
was not to come to full fruition for over-acentury. 
King for a Day; Richard Cantillon and Consumer Rule over Re- 
source. Use: Analytically; the idea of the’ consumer as sovereign had 
already made its appearance, however. Richard Cantillon’s Essay: on 
the. Nature of Commerce was first published i in French, in 1755, though 
: the author was an Irish-born: British banker “who had ‘died in 1734. 
` Unlike his - contemporaries, Cantillon posed basic, analytical questions 
_ concerning the structure and functioning of the domestic economy. — 


If he did not -go-so-fat as Hume toward a liberal philosophy, he never- - 


_ theless went much further in developing 4 systematic economics, Mote 
than any other single writer, Cantillon was the source. from which 
the physiocrats drew- their initial inspiration. He was honored by Adam 
Smith but ignored by subsequent British economists. `. `. 
l Throughout Part I of the Essay two interlocking themes recur again , 
-and again. First, consumer ċhoices' determine resource allocation. . 


“Second, everything goes back: ultimately to the expenditures of the . 


_Janded proprietors, who determine, the directions. .production will take 
- both in- fabricating | and in. agricultural employments. Their crucial 


position rests on the fact that they receive the surplus of production ` | 


` -and they set thé. pattern -of consumption. Consumer ‘choices of other: 

” members of the society play. a part, pu these are imitative a the . 
landed proprietors. >.. .- ' 

_. The role of consumer choices in resource aleeation is sharply liut 
lined and carefully elaborated: Although the intrinsic value of a thing” 

_depends on the: land and'labor embodied in it, market: value depends `. 


on the relation between demand and: ‘supply. Productive resources .. ’ 


“move in response to deniands and thus market price is brought more or - 
_ less in line with intrinsic’ value. (Cantillon was too much of a realist to 


- overstate the extent of the concordance: between market and intrinsic Bn 
-value. He emphasized the- risks and: lags that prevent the tendency -í 


„from working itself out in full—especially where demand is erratic or 
- supply- subject to: uncontrollable variations such as result from the, 
weather in: agriculture. ) ‘These’ adjustments. are. viewed in implicitly 
. sed aa terms. . AS Prices obtained d by tailors rise. above the ee 
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‘of the workers in habits of industriousness and thrift. Low real wages, 
to be attained primarily by increasing prices, were- similarly a disci- 
plinary means of enforcing fuller employment among the masses. There 
was, Ít is true, an occasional insight concerning the role of consumption ` 
'in creating employment; consumption of home-produced luxuries by 
the wealthy was justified on these grounds; and some writers suggested 
in a vague way that rising prices (by stimulating trade) contributed 
to higher over-all levels of employment. But such reasoning was 
swamped by its opposite. The lower the level of real wages the higher - 
the level of employment forced upon a naturally slothful population. 
Jacob Vanderlint was an outstanding exception, in fundamental conflict 
with most of the writers of his day. He wrote that “lowering wages 
would be injurious since the laboring class being the bulk of mankind 
would in this case affect consumption of things in general so mightily - 
that there would be a want of trade and business amongst the me 
_part.of the people.’ 

The mercantilists .were concerned with resource allocation o 
solely in relation to the trade balance. Their emphasis on manufacture 
and trade was linked with concern over the full employment of the 
‘masses rather than the diversion of labor from one sphere of produc- 
tion.to another. In an era in which mass “luxuries” of white bread and 
tea were bitterly condemned—an era in which “the lower order” that 
comprised the bulk of the population was an undifferentiated mass to 
be manipulated for the state—there was little to direct attention to the 
broader analytical questions of the consumer’s place in resource alloca- 
tion. And the goal of consumers’ sovereignty was totally uncongenial 
to men who believed that “the poor” should behave in accord with 
their “rank and station” in life. ` l 

In summary then: ‘consumption to the mercantilists was simply the 
means of maintaining the labor-supply. Even to designate this as a 
conception of the “servile consumer” is perhaps to go too far. Rather, 
the idea of the consumer as such was still unformulated. Instead there 
was a resource called labor that, unfortunately, had to be fueled. 

“Innocent. Luxury.’ Gradually through the seventeenth and eight- 
_ eenth centuries there developed alongside mercantilism a line of thought 
that lay the foundations of an economics focusing on the welfare of 
individuals instead of the state per se. These contributions stemmed 
more from philosophy than from economic analysis as such. The 
change is foreshadowed by Hume’s ideas concerning luxury. 

_. Hume argued that “innocent luxury” was the most practicable means 

by which to induce men to work industriously. Also, by the employ- 
ment of the population in the production | of innocent luxuries a reserve 
\* Money NOSE All oi (1734), pp: 120 ff. 
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mercantilist thought: the-attitude that each class. sould benave ina 
manner “suitable” to its “rank and station, ” and the emphasis on the 
wealth of the state as a goal. National wealth consisted in whatever 
made the'state strong, and in that alone. A strong state was one that 


- had the upper hand in the economic rivalry among nations; hence the 


emphasis on a favorable balance of trade, making other states de- 


‘pendent and tributary. The shift from emphasis on specie inflow to- 


the “favorable balance of labor” involved little change in the basic 

pattern of thought except with regard to the innate value of specie... 
To the mercantilists, the masses of the population were primarily 

productive .resources; consumption among the masses was viewed as 


-the means ‘of maintaining a labor supply to produce for the benefit of 


the state. Poverty of the masses was entirely compatible with national 
wealth. Indeed, low wages meant cheap labor; hence a, strong com- . 
petitive position in international. trade. Luxury consumption had long | 
been decried as displeasing to God. From John Hales (1549) on‘it 
was argued, also, that luxury made. “the poor” effeminate, lazy, and 
inefficient workers. As pauperization increased, these arguments be- 


_ came more strenuous. One of the most persistent arguments for a large 


population reflected this attitude: more people make higher prices 'of 


_ necessities, which forces people to be more industrious. In the words 


" of Daniel Defoe, “the crimes of our people... are: 1. luxury; 2. sloth; . 


3. pride. ii 
The servile position of the mass consumer in mercantilist iioue 
is sharply defined in the attitudes toward labor. Labor was the produc- 


__ tive resource enabling a state to maintain a favorable balance of trade. 


- As the balance of trade doctrine was elaborated, this role of labor 


. was increasingly emphasized, along with the emphasis on manufacture 


and trade. Any value added by manufacture was a net gain to the 
nation, regardless of cost, for it meant either more for export or the ~ 


home. production of goods that would otherwise be imported. The 


` 


larger the labor force the greater the potential wealth of the nation. 
More people meant more of the “active” produguve factor to pring 
into fuller use the “passive” factor, land. >. 

But a large population was of little use unless . it was fully em- 
ployed; so full employment became a major secondary goal of mer- 
cantilist policy, not for the sake of the workers, but for the benefit of 
the national state. From this point of view a long working week was 
quite as important as the elimination. of involuntary idleness. The 
workhouse was viewed at first primarily as a means*of increasing the _ 


_ wealth of the state by employing the involuntarily idle to create an 


export surplus. It became increasingly an institution for the ee 


1 Giving Alms No Charity (1704), Vol. TI, p. 466. 
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THE CONSUMER IN THE HISTORY OF: 

be ECONOMIC DOCTRINE. 
oe ". + . By Mary JEAN BOWMAN - 
: ~, Lexington, Kentucky | 


‘ “As i in the ann of the mercantilists, the consumer is rapidly becom- ` 


‘ing a puppet of bureaucratic management. Economists are. becoming ait 


. fiscal policy experts who delight in pulling the strings to make con- - 


-sumers dance to their tune.” Such was the offhand retort of my-soci- 


” ologist husband when I- first mentioned the topic of this paper. How 
- much truth is there in this astringent comment?’ 


' This. paper . sketches the historical role of the consumer in’ T 


>. thought as’a means of gaining perspective on our contemporary treat- . 


ment. From the start it is clear that “the consumer” is a concept or 


~ rather a group of concepts which arise in poti ana nes aia: normative 
. contexts, ’ se aos 


Four analytical perspectives with regard to the role of the consumer 
and of consumption in ‘the economy may be discerned: (1) Consump-. > 
tion is regarded primarily in its effects on the labor supply. Norma- 


tively this approach ranges all the way from exploitative’ ‘nationalism - 


' to utilitarian concern with the level of living of the-masses. (2) Con- ` 


sumption, with its counterpart in thrift is related to the accumulation _ 
of wealth. This type of analysis appears in a relatively clear form only > 


‘after individualism has become ascendant. Normatively it is therefore. 


found ‘primarily in association with the goal of economic progress for 


_ the population as a whole. (3) The consumer is viewed as the origina-. 


tive and active agent in determining the allocation of resources. To 
the extent that’ this analysis includes allocation between present and ` 
future consumption it overlaps the second point. Since the late nine- 
teenth century the normative stress has been mainly on realizing. 


_ consumer preferences, but-a resource allocation analysis has- been: 


applied in other normative contexts, also. (4).Consumption is conceived -~ 
primarily as ‘a propellant that helps Keep the econo: rolling and — 
productive resources employed. — l 

The Servile Consumer; Mercántilist Nationalism and. Consumption”. 
for Production. Mercantilism—little more than a prelude to economics 


. was largely motivated by and linked to policy discussions. Theoreti- 


cal a ae were rarely explicit. Two basic factors conditioned 
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HE purpose a the Ta Banais p | 


Association, according to its. charter, is the- 


7 -. encouragement of economic research, the isstie. 
-of publiċations on economic. subjects, and the 


encouragement of perfect freedom of economic 
discussion. The Association | as such takes no- 
partisan attitude, nor does. it: commit its mem-, 


bers to aħy, position on. practical economic `“ 


questions, It is the organ of no:party,. sect, or 


institution. Persons of all shades of economic 
‘opinion are -found among” ‘its. ‘members, and: z 
. widely different i issues are given-a hearing i in- -7 
>) its annual meetings and through its publica-. 


tions. The Association, theréfore, assumes. nò- 
responsibility for the opinions expressed by. 
those who ri sd iri its meetings. 


E _ JAMES WASHINGTON BELL 
pe < Secretary 
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PROGRAM OF SIXTY-THIRD ANNUAL MEETING . = wR 


o ee ehia: J. ROBERT BEATTIE, Bank of Canada 2 l 
' ` - Paper: Jorn H. Warams, Harvard University 
2:30 p.m. 1. Reappraisal of the Easy Money Policy’ (Joint session with the American 
- Finance Association) 
Chairman: FRITZ Macutvup, Johns Hopkins University 
Papers: Henry Murray, International Monetary Fund; Lester. y. 
CHANDLER, Princeton University ~ 
Discussion: Jonn K. Lancum, Federal Reserve pank: of- Chicago; Howarp 
R. Bowen, University of Illinois 
2, Point Four: Development of Backward Areas 
2 Chairman: Imrig DE VEOH, Pell, de Vegh and res 
_ Papers: PauL N, ROSENSTEIN- Ropax,’ International Bank; James BASTER, 
‘United Nations; Wuar L. THorp, Department of State i 


z - sion with the American Farm Economic Association) 
Chairman: F. E. Hitt, Cornell University `. 7 
_ ‘Papers: Warrer W. Wiucox, Library of Congress; Wruam E. Hen-. 
DRIX, Georgia Agricultural Experiment Station; D. GALE JorNson, | 
University of Chicago 


Discussion: Cecu B. Haver, North Dakota State College; LOWELL - 


v 


Harpry, Purdue University 
4:30 p.m. Annual Business Meeting 
8:00 p.m. 1. Government Action or Private Enterprise in River Valley Daian 
:- Chairman: Pare Nerr, University of California at Los Angeles mi 
‘Papers: W. W. Horner, Horner & Shifrin; PAuL J. Raver, Bonneville 
` ' Power Administration: BENJAMIN U. Ratcrrorp, Duke University 
Discussion: Josera S. RANSMEIER, Dartmouth College; Drean RUSSELL, 
‘Foundation for Economic Education 
2. Differential Economic Progress: Some Cases, Comparisons, and Contrasts 
- Chairman: Carter Gooprica, Columbia University 
a ‘Papers: Danie. H. BucHANAN, University of North Carolina; SANFORD ~- 
A..Mosx, University of California ; Joan V. Van Sice, Wabash Col- 
` lege ~ 
Discussion: MARTIN BRONFENBRENNER, University of Wisconsin; F Joser 
L. FisHer, Council .of Economic Advisers; Orve B. THomas,” Univer- . 
sity-of Alabama 


~- Saturday, December 30, 1930 


9:30 A.M. 1. Modern Industriclism and Human n Values a 
Chairman: Epwin E. Wrrre, University of Wisconsin 
Papers: Merrni K. BENNETT? Stanford University; Haro A. Innis, 
A University of Toronto; Kennetn E. Bourpina, University of Michigan 


`- Discussion: Can F. TAEUSCH, St. Louis University; WALTER A. WEISs- . 


KOPF, Roosevelt College; BRoapus MitcHetr, Rutgers University , 
2, Economics in General Education (Round table discusion of Report of 
- > Committee on the Teaching of Undergraduate Economics) bs 
i Chairman: Harry D. Gmronse, Brooklyn College i 
- Papers: LAURENCE E. Leamer, University of “Chicago ALBERT LAUTER- 
BACH, Sarah Lawrence College; Horace TAYLOR, lumba University; 
. Ben W. Lewrs, Oberlin College 


3. Farm- Problems: Il. Aerde Prci Supoaiis Joni son wih the 


American Farm Economic Association) 
‘ Chairman: THeovorr W. ScHvuttz, University of Chicago- 
Paper: GEoRGE MERREN, University of California 


` Discussion: Joun D, BLACK, Harvard. University; O. H. Browne,’ 


University of Minnesota; Dow S. AnpeErson,' Production and Market- 
-o ing Administration; W. W. COCHRANE, Pennsylvania State Colere 
12:00 m. Luncheon Meeting of the Executive: Committee > ; x 


To be published in the Journal of Farm Economics. 
* To be published in the American Economic Review. . se : 


= 


j 3. Farm Problems: I, Functioning of Capital and Labor Markets dents ses- : 


= 


` 
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f 
; Papers: ARTHUR. Smarnies, Harvard University; Lroyp W. Mints, Uni- 
versity of Chicago 
- Discussion: Epwarp C, SIMMONS, Duke University; EverEIT E. HAGEN, 
; University of Ilinois; WAtter A. Morton, University of Wisconsin 
2:00 P.M. 1, Taxation and Business Incentive (Joint : Session ‘with the American Fake 
Association)?’ 
Chairman: Simeon E. Letanp, Northwestern University l 
Papers: HARRY G. GUTHMANN, Northwestern University; Cart S. SHoup, 
Columbia University; Grorce W. MrcHELt, Tinois Department: of 
Finance 
Discussion: Harotp M. Somers, University of Buffalo; Rican B. Ge 
University of Chicago; Roserr S. Forp, University’ of Michigan 
2:30 p.m. 2, The pa Problem: II, Long-run Effects of Government Housing Pro- 


Chairman: ARTHUR M. Wremer, Indiana University 

Papers: Lawrence N. Broomsera, Public Housing Administration ; SHER- 
MAN J. MAISEL, ed of California _ 

Discussion: ArTHor R. Uroren, University of Minnesota; Epwarp E. 
EDWARDS, Indiana University; Rayusonp J. SAULNIER, Columbia Uni- 


versity 
3. Factors in Y Modèrn Industrial Development J oint session with the Economic 
_ History Association) 
Chairman: ARTHUR H. Cote, Harvard University ` 
Papers: Preston E. JAMES, Syracuse University; YAre Brozen, North- ` 
western University; S. D. Crarx, University of Toronto; HENRY G. 
AUBREY, Institute of World Affairs, New School for Social Research 
i Discussion: Warren C. ScoviLe, University of California at Los Angeles; i 
Haroro F. Wuaramsox, Northwestern University ; ARTHUR H. Core, 
Harvard University ; 
8:00 p.m. Presidential Address ` 
; Chairman: Aiert B. WOLFE, Ohio State ee 
Paper: Franx H. Kwicut,” University of Chicago 


Friday, December 29, 1950 _ 


9:30 ax. 1. Economic Mobilisation Short of War" 
Chairman: Dexter M., Kerzer, McGraw-Hill Publishing Company 
Papers: ALBERT `G. HART, Columbia University; J OHN K. GALBRAITH, 
Harvard University 
Discussion: Donato H. Watrace, Princeton Tones CARROLL R. 
DaucHerty, Northwestern University; LEsTER V, CHANDLER, Princeton 
University ; GARDNER Acxtey, University of Michigan 
-2. Economics of Medical Care: Il, Alternative Solutions (Joint session, with 
the American Association of University Teachers of Insurance). 
Chairman: C. Rurus Roreat, Hospital Council of Philadelphia 
Papers: SEYMOUR E. Harrıs, Harvard University; Crarsnce A. KuLr, 
University of Pennsylvania; JEROME ROTHENBERC, Amherst College 
Discussion: FRANK G.- DICKINSON, American Medical Association; RALPH 
H. Bropcert, University of Florida; Carr T. a, Oberlin College 
3. Public Utilities and National Policy 
. `` Chairman: Emery Troxet, Wayne University 
Papers: Horace M. Gray, University of Illinois; James C. Bonnzicut,* 
Columbia University; C. Woopy -THompson,’ "University of Iowa 
Discussion: Davin G. TYNDALL, Carnegie Institute of Technology; ERWIN 
E. Neammers, Marquette University; MArTIN G., Grarser,’ University 
; . of Wisconsin 
12:00 Mt. Luncheon Meeting: Monetary Control and the Public Debt (Joint seasion 
A ; with the American Finance Association) i ; i 


*To be published in the June, 1951, issue of the Journal of Finance. . 

* Published in the March, 1951, issue of the American Economic Review. 

“All but the paper by John K. Galbraith were published in the March, 1951, Issue of 
the American Economic Review. His paper published in the Review of Economics and 


Statistics. 
* Published in the February, 1951, issue of Land Economics. ` 
_ ° To be es by the Bureau of Business Research, University of ine 


PROGRAM OF SIXTY-THIRD ANNUAL MEETING © ix 


ge aoe Leverett S: Lyon, Chicago Association, of Commerce and 
ndustry 

Papers: Forest D. SIEFKIN, internationa: Harvester: Company; RALPH 
E. FLANDERs, U. S; Senate 

2:00 p.a: 1. Economic Tkeory, Statistics, and Economic Practice (Joint session with the 
>- American Statistical Association and the Econometric Society) - 

~ Chairman: LEVERETT S. Lyon, Chicago Association of Commerce and 
Industry - i 
Papers: HENRY- S. DENNISON, Dennison Manufacturing- Company; RUT- 


LEDGE VINING, University of Virginia; Francis M. Boppy,. University of - 


S paN Minnesota 
+, Discussion: . CLIFFORD HILDRETH, ames I of Chicago; GEoRoE J. 
sa - Sricter, Colurmbia University 
. 2. Capital and Interest > 
Chairman: WILLIAMA. Paton, Univesity of Michigan 
. Papers: J, Freno: Weston, University of California at Los Angeles; Riis 
E. Norton, Jr., University of California at Los Angeles; MAURICE 
Moonttz, University of California; ArrHun H. Lera, Reed College 
‘Discussion: Jacon A. Stocxriscu, Federal Reserve Bank of Kansas City; 
- Jaates S. Eartey, University of Wisconsin l 
3. The Housing Problem: I. The Current Situation (Joint session with the 
American Statistical Association) 
Chairman: Ernest M. Fisner, Columbia University . 
Papers: Leo Grester, Columbia University ; D. Gares J OHNSON, Univer- 
sity of Chicago _ 
Discussion: GLENN H. Bever,;’ Cornell University; RAMSAY Woon; Board 
a -4 of Governors of the Federal Reserve System; vies D. GRAMPP, 
- University of Illinois : 
8:00 PM, 1. Current Problems in International Trade l 
Chairman: Howarp S, Exzis, University of California f 
ae 2 Papers: Josn H. Writrams, Harvard University and the Federal Reserve 
Yee a _ Bank of New York; Kraus E, Knorr, Yale University; CEASE: L 
‘Horrman, New. York Times 
Discussion: James W. ANGELL, Columbia University ; THEO v. SURÁNYI- ` 
- Unceg, Syracuse University; FRANK M STON Fetrer, Northwestern 
_ University ' 
2. a hae ‘Progress: General Considerations 
$ Chairman: Anora Lowe, Institute of World Affairs, New School for 
- Social Research 
Papers: Sou’ Tax, University of Chicago; Jonn E. SAWYER, Harvard Uni- 
„oo; ~ verity; ‘Henry W., BALCOOYEN, American and Forelgn Power Company, 
3 x Inc.; Josera J. Spencrer, Duke University 
a a" Discussion: PAuL A. Baran, Stanford University; Turzopone W. Semur rz" , 
n3 2 _ University of Chicago x 


Thursday, kaia 28, 1950 


SNe I. The Economy.of the Soviet Union F 
‘Chairman: Carvin B, Hoover, Duke University 
Papers: Lazar Vorrn,- U.S. Department of Agriculture; Joseren A. 
. +. Kersoaw, The RAND Corporation = 
oi Discussion:. Evsey D. Domar, Johns Hopkins University; Naum Jasny,. 
Soviet Economic Study Group; Eowarp Ames, Amherst College; ‘Harry > 
Scuwakrtz, Syracuse University 
. 2. Economics of Medical Care: 1. The Problem - à 
Chairman: Paur R. Haw ey, American College of Sepon ; 
Papers: Ext GINzBERO, Columbia University; Franz GOLDMANN, Harvard 
School of Public Health; Herrsert E. KLARMAN, ‘Hospital Council of 
- Greater New York | 
Discussion: Louis A. Reen, Public Health Service, Federal Security Ad- 
‘ministration; CALVIN W. STILLMAN, University of Chicago 
3, Economic Stabilisation c j 
_ Chairman: CHESTER A, PHiciirs, University of Iowa | . 


1 No manuscript received. 
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7. Such a market as the labor market or the market for a good sold in several grades 
and under a variety of brands may perhaps best be conceived as consisting of a group 
of little markets, each a monopoly, but each in competition with the others, subject 
to a certain frictional resistance in shifting from one market ‘to another. 

These seven propositions were leading points in the here-and-now 
. phase of institutionalism twenty years. ago, and on each of them 
institutionalism has made something of a sale. Since 1940, developing 
an aggregative model that will be a good statistical fit for purposes 
of annual or quarterly forecasts of the national income and product 
account has come to be a major occupation for a number of economists. 
Current Keynesian models constitute what may fairly be called a 
version, though a somewhat expurgated version, of Mitchell’s theory 
of business cycles. Also they treat consumer demand as passive rather 
than as ultimate prime mover, recognize the cyclical impact of the 
export balance, and leave ample room for factors other than money and 
-credit to account for changes in the level of wholesale commodity 
prices. Still further, shortly after 1930 monopolistic-competitive models 
—thanks to Chamberlain and to some extent also to Ronn On aca 
a generally accepted part of model analysis. 

What happened to the seven quoted propositions suggests that the 
institutionalists gained a signal victory. But really they succeeded in 
selling to the model analysts—or to a good many of them—only those 
planks in the institutionalist platform that could most readily be trans- 
lated into the language of model analysis and put up in neat geometri- 
cal or algebraic packages. With the rest of their platform they did 
not have much success. Their victory was of very limited scope. 

However, one result of this limited victory was a right and leit 
movement. In the twenties implicit model analysis had been pre- 
dominantly rightist in its outlook. By the forties the center of gravity 
_ of model analysis had shifted somewhat to the left. During the twenties 
most of the criticism of the prevailing form of economic theory was 
leftist. During the past decade most of it has come from the other side 
of the aisle. It would be. an overstatement to say that, with the shift 
in’ the center of gravity of economic theory, there is no left left. Rather, 
the voices of those who objected to this shift and to the model changes 
underlying it have been raised so loud that they have almost drowned 
out the voices of the institutionalists. : 

Such a political way of speaking spices the policy aspect of 
this development. I think rightly so. It is true that each of the seven 
~ Institutionalist propositions I have listed refers not to economic policy 
but simply to the way our economy operates. And to the extent that 
model analysis has made concessions to these institutionalist proposi- 
tions the changed models mean changes in the prevailing way of 
describing economic behavior. It is true, too, that the critics from the 
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right have, for the most part, directed their attacks against these 
revised descriptive generalizations. Nonetheless, I think the policy 
aspect of what has happened should be emphasized. 

If relatively little has been heard from the institutionalists during 
thé past ten or fifteen years it is not because they succeeded in selling 
a major part of their platform. They did not. Nor is it because the 
critics from the right have succeeded in attacking the revised descrip- 
tive generalizations so cogently. If there were time I should like to take 
apart some of the criticisms that have been most favorably received. 


They are not peculiarly free from logical fallacies. More importantly,” 


they depend on premises that are currently points at issue. And cer- 
tainly they make little attempt to argue the case on the basis of sta- 
tistical findings of fact. 

One cannot account for the right and left movement of the past 
two decades in purely objective terms alone. One cannot overlook 
the changed policy implications of the prevailing school of model 
analysis. The criticisms from the right during the forties were not well 
received because they were especially well presented. Rather it was 
because they found a receptive audience. And the audience was re- 
ceptive mainly because it disapproved the policies the new description 
implied.-If this finding from the most recent chapter in the history of 
economic thought is correct, it is a sad commentary on the aspirations 
of economists. to make their inquiries truly objective and scientific. 


But this is not the end of the chapter. Institutionalists did not find. 


the new descriptive generalizations an unmixed improvement. On at 
least one count a number of them joined in the criticism. Veblen, it is 
true, propounded a secular stagnation hypothesis. But many of his 
. followers did not go along with him in this respect. During the twenties 
and forties and even during the thirties they regarded such a view of 
the way our economy operates as a form of historical myopia. 

Under the circumstances it is little wonder the voices of, institu- 
tionalists have not stood out clearly during the past ten years. 

Thus far our examination of the recent history of economic thought 
has proceeded without regard to the division of academic labor. Keynes 
proposed a radical change in this respect—a change that has found wide 
support. I refer to his distinction between macroeconomics and micro- 
economics. 

By and large, institutionalists are disposed to welcome this proposal. 
However, they tend-to feel about it as they feel about many other 
Keynesian proposals: that it is something of an oversimplification. 
Economic theory has three broad aspects. The Keynesian proposal for 


a revised academic division of labor deals with these aspects somewhat - 


unequally. 


os 
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Let us note what these aspects are and h 
impinges on each. Then let us briefly reconsi 
economic thought under each of these three heads, 

First, economic theory must be concerned with Ko 
cal and social theory. Economics is a part of the fieh 2 
and economic theory must deal with the relations o = 
whole. The Keynesian proposal is silent here. x 

Second, economic theory must be concerned with its _.ons to _ 
the special branches of economics. The Keynesian proposal oas impli- 
cations for this phase of economic theory; but the implications have 
not been spelled out. Microeconomic theory must have a particularly 
close relationship with the special branches of economics, because for 
the most part these branches deal with microeconomic facts. Keynes did 
not say what this relationship should be. Should the theorist tell the 
special branches what questions to study, or should he try to build gen- 
eralizations out of the common elements in their several findings? 

Third, there is an area between these two ‘in which economic theory 
ought to be pursued on its own account. Keynes’s proposal narrowed 
this area by assigning a part of it to microeconomics, and broadened it 
by including in it the major operations of our monetary and credit 
system. The broadening, though-not the narrowing, was clearly sug- 
gested by some of the seven propositions quoted above. But most, 
institutionalists will enthusiastically support both proposals. 

Now let us briefly re-review the recent history of economic ough 
under these three heads. 

First, as to the relations of economic theory to social theory biondi; 
conceived, we have said that implicit model analysis has become 
explicit. Of course this change has been one of degree. Many econo- 
mists still abstain from expressing themselves in algebraic and calculus 
terms. And many who use them do not feel this way of putting things 
is adequate to express all they have to say. Nonetheless, the change 
has made economic theory a much more esoteric subject for workers ` 
in our sister social sciences. No doubt this situation has been aggra-— 
vated by the fact that frequently economists who have used algebraic 
symbols for economic quantities have not identified these quantities 
with concrete statistical facts. Cultivation of the borderline areas 
between economic theory and the rest of social theory has thus been 
hampered. Further, economists have done less such cultivation. Let me 
illustrate. During the twenties there was a great deal of interest in the 
legal foundations of our economic order. Commons made significant 
contributions to our understanding of. this-important bordérline area. 
But latterly economic theorists have given little attention to it; they 
have been too preoccupied with mathematical model analysis. 
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evel of the relations of economics to other social sciences, 
titutionalists have lost ground during the past fifteen or twenty 
Pyears. Let us take up next their record at the macroeconomic level. 


-~ -They have done much better here. In fact, practically all the gains in 


_connection with six of the seven propositions cited above are on the 
‘macroeconomic level. On the whole it is easier to- translate institu- 
~ tionalist contentions into the language of model analysis at this level 
than on the higher one just considered or at the level of microanalysis. 

_ So far as macroeconomics. goes, the prevailing school of. model _ 
analysis and institutionalists are in broad agreement on two points: 

1. Hypotheses should be put in a form that will fit existing data. 

2. Equations that do not lend themselves to empirical exploration are 
| commonly lacking in objectivity and definiteness of meaning; it is un- 
wise to depend CESE on such subjective ae in economic 
analysis. —- 

Tnsti€ationalists and apaina modil analysts agree on 
: these two points. But what I propose to call “nonempirical” model, - 
analysts do not. For the most part, but not entirely, nonempirical model 
analysts can be identified as the critics from the right. 

It is ungracious to give only a single illustrative quotation to make- 
clear the nature of the issue here, but time presses and at least one 
illustration is needed. Let me quote from Fellner’s chapter in the Survey 
of ‘Contemporary Economics. I am. sure he speaks for a significant 
number of economists. In reference to models designed to provide a 
theory of aggregate demand and employment he ‘says: “The savings- 
investment Po ., if expressed in terms of simultaneous realized 
- magnitudes, either | possesses no significance per se. . ., or it im- 
plies that the . .°. ex post (realized) magnitudes equal the ex ante 
(planned or E magnitudes.” 

I disagree. If every aggregative model in simultaneous variables were 
true by, definition, as this statement and its context clearly imply, they < 
would all be perfect statistical fits. None of them is. We do not yet have - 
one-that is a really good fit. And as for the aggregative ex post-ex ante 
equation, this has quite a number of proponents, but it seems to me 
another case of agreement on a form of words without-much concern 
for what the words mean. Certainly we need data on plans, commit- 
ments, and expectations in business conditions analysis. In recent years 
substantial progress has been made in assembling such information, 
but we are still a very long-way from having enough of it to make an 
aggregative ex post-ex ante equation really opsecve and definite in’ 


. Meaning. 


This quotation, however, is only an illustration, More broadly the 
issue seems to be precisely that posed by. Mitchell in his: presidential 
= address over a quarter of a century ago: shall we aim to make eco- 
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nomics an empirical, scientific study of the way our economy and other 
similar economies operate? Empirical model analysts and institutional- 
ists say yes. The main alternative to so doing—the alternative I think 
most nonempirical model analysts advocate—is to make it an exercise 
in deductive reasoning—in reasoning the relevance of which to our 
present economy must necessarily be a moot point. 

This issue, of course, involves microeconomics as well as macro- 
economics. But I have incorporated it here because. it is on the macro- 
economic level that most of the clashes between the two schools of 
model analysis have occurred. 

I think the agreement between institutionalists and empirical model 
analysts on the two basic points just mentioned may eventually compel 
them to get together in other respects. But there are at present sharp 
differences—differences that have come out especially in discussions of 
current business conditions analysis and forecasting. The basic issue in 
these differences is both old and broad: how much of the field of eco- 
- nomic theory does model analysis encompass? 

Empirical model analysts would like to discover a model in n varia- 
bles and » equations that gives a good statistical fit to a series of busi- 
ness cycles—as long a series as possible. Of course no one expects to 
find a. perfect fit—only to minimize the errors by getting a best fit. 
Further there are great difficulties in making the number of equations 
equal to the number of variables. Efforts at statistical fits have been 
almost entirely confined to models that treat some variables as 
exogenous. Both the use of exogenous variables and the recognition 
that fits will not be perfect suggest that no two cycles are just alike. 


During the twenties a number of the critics of Mitchell’s theory of 


business cycles said that it was not a theory. Presumably. they meant 
he did not express his theory in terms of a model. He refused to do’so 
because he was impressed with the differences between one cycle and 
another. 

Empirical model analysis can do something to account for such 
differences—-something but not much. Its main recourse is to introduce 
a secular trend into each of the parameters in the model. 

This suggests two phases of the basic issue between empirical model 
analysts and institutionalists. First, is it part of the economic theorist’s 
job, in analyzing business cycles, to try to account for what. goes on 
outside the model? Institutionalists answer yes. Nonempirical model 


analysts answered no in the twenties and presumably still do. Empiri- , 


cal model analysts surely hope to take account of some of these out- 
side facts by improving their models so as to cover them. They are less 
clear how far the economist ou deal with such facts before the 
models are improved. 

The second phase of the issue is this. How much of what goes on in 
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business cycles goes on outside the model? The candid answer is: at 
present most of it. But when models are improved, it may be much less. 

Still I think it is well to note four restrictions under which empirical 
model analysis operates: 

` 1. It cannot do much with the secular trend. Trend extrapolations are 
too hazardous. 

Z. One reason why Mitchell insisted that cyclical history does not 
quite repeat itself was that sporadic variations in economic time series 
play a significant part in business- cycles: wars and strikes, bumper 
crops and crop failures, floods and droughts, etc. Empirical model 
analysts cannot do much to forecast the progress of a war or a Strike. . 
At best they can trace the effects of sporadic variations in time series 
by making them exogenous variables. - - 

3. If one seeks a model that will give a reasonably good fit to the 
data for a series of years or quarters, he must restrict the number of 
variables he employs. Such-a restriction is partly one of expediency. A 
complicated model becomes unwieldy. But to some extent it is inherent. 
He must employ the same number of variables for each year or quarter 
covered by his data. 

Institutionalists insist on using i in cycle analysis a very much larger 
number of time series than can easily be handled in a formal model. 
They insist also on taking account of new series as they become availa- 
ble and on resolving aggregate quantities into different components 
in different periods so as to isolate the significant factors in each period. 

4. Finally, empirical model analysis can do very little to take account 
of pertinent qualitative facts. The years of wartime rationing are awk- 
ward to fit into a consumption function. The establishment of the U. S. 
Steel Corporation as a market leader and the inauguration of the 
Federal Reserve System have undoubtedly had significant effects on the 
way our economy operates. Empirical model analysts cannot ee to do 
much toward tracing these effects. . 

Nonetheless, we can and should confidently’ expect that empirical 
models will someday do a good deal more to tame the unruly facts of 
business cycles than they have to date. But there remains the question 
what to do in the meantime. For the immediate future I think we will 
do well to recognize that the analysis of business cycles must be largely 
a form of historical analysis. It must analyze developments of a quali- 
` tative nature, analyze sporadic variations in time series, and analyze 
the behavior of exogenous variables. It must work- with a large and 
ever changing set of time series. 

So much for macroeconomics. Microanalytic models are not mark- 
edly more realistic today than they were twenty years ago. The empiri- 
cists have concentrated.so much energy on the aggregative level that 
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there has been relatively little exploration of microeconomics through 
empirical models. The chief concession to institutionalism has been 
the development of the nonempirical monopolistic-competitive model. 
But this is only a gesture to realism. What it means is that those who 
go in for intellectual gymnastics now have a new piece of apparatus in 
their intellectual gymnasium. 

Unfortunately, this new piece of gym apparatus is much more 
familiar today then the general theory of cost and price which Clark 
~ built out of findings common to the study of railroads, taxation, and 
other special branches of economics. He did not put what he had to say 
in a neat mathematical package. But he said a great deal that was new 
and important: about how to measure and estimate cost and what is 
a unit of business; about the typical long-run cost curve and the typical 
production function; about the bearing of cost differentials on price 
differentials; about private versus social cost accounting; and on other 
subjects. - 

Clark’s Economics of Overhead Costs i is not the only institutionalist 
contribution to a realistic microeconomics; nor is it confined to micro- 
economics. But it is much the greatest institutionalist contribution at 
this level. 

- In conclusion, let me add-a brief injunction to this review. I think 


it is urgent that economists should again turn their attention to those 


phases of economic theory that lie outside the scope of present model 
analysis. On the highest level, this means that economic theorists should 
once more cultivate intensively the borderline’ areas of their subject, 
such as that between law and economics. At the aggregative model level 
this means, so far as empirical current business cycle analysis is con- 
cerned, that they must tackle the whole job, not just the small part that 
present models can deal with. And particularly at the microeconomic 
level it means that they should emphasize the empirical meaning of 
their findings and give somewhat less considerdaon's to the neatness and 
impressiveness of mere forms of words. 


VEBLEN AND THE SOCIAL PHENOMENON 
OF CAPITALISM 


By Apram L, Harris 
University of Chicago 


The P of Thorstein Veblen in the history of economic thought is 
similar to that of Marx, Sombart, and Max Weber. Like these writers 
he sought to give a penetic account of capitalism, or the enterprise 
system, as a unique mode of economic organization and, also, to set 
forth the motivations and institutions peculiar to this system. A com- 
parison of Veblen’s ideas with those of the writers mentioned would be 
illuminating with regard to his virtues and shortcomings as an econo- 
mist and a historian of capitalism. Such a comparison, it is needless to 


say, cannot be undertaken in a short paper. We propose simply to - 


examine Veblen with respect to: (1) his philosophy of history which, 


looking backwards, seeks to account for capitalism in terms of the . 


institutionalization of certain psychological motives or traits of human 
nature and which, looking forward, projects as the desirable next step 
in social progress an alternative system controlled and guided by 
scientific experts—the engineers and highly skilled workmen; (2) his 
theoretical analysis, which seems to be offered as a substitute for tra- 
ditional economic theory on the grounds that the latter is “unscientific” 
and, for this reason, unable to give a realistic account of the motivations 
and operations of the enterprise economy; (3) his conception of scien- 
tific method in economics; and (4) his program of economic ‘reform. 
These four phases of Veblen’s thought, though closely interrelated, 


deserve separate treatment, but in this paper we shall consider them ~ 


more or less together. 

Veblen seemed never to tire of asserting the santia objective 
.character of his inquiry; and admiring students of his work, taking 
his “Olympian aloofness” at face value, would perhaps deny that he 


had a philosophy of history or a theory of social reform. There is of | 


course much guile and make-believe in Veblen, and in studying him one 
should be alert to his tongue-in-cheek artfulness. Still this should not 
render us purblind to the fact that what he presented as a “matter-of- 
fact” inquiry into “brute” causation is substantially a critique of 
existing economic institutions and theories which rests upon thinly 
concealed value judgments, assumptions, and preconceptions concern- 
ing the past and the desirable course of future progress. 


Veblen seldom used the term capitalism or capitalist system. He ` 


usually spoke of the price system or the system of business enterprise 


m 
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which, of course, amounts to the same thing. The system of business 
enterprise is held to operate in conjunction with two other institutions: 
- the “machine process? or the “mechanical system of industry” and 
the “national establishment” or the modern state. These three institu- 
tions, Veblen tells us, are “the sovereign action-patterns” which 
“govern the secular life among the peoples of ‘Western civilization.” 
Christian morality seems to constitute a fourth institution, but Veblen 
brings this into his analysis somewhat adventitiously. One of Veblen’s 
main assumptions is that the discipline of these different institutions 
generates different social habits among the classes of persons who are 
mainly occupied with them in getting a livelihood. Business enterprise 
is thus analyzed with respect to the harmony or conflict which is 
thought to exist between the habits and norms of conduct enforced, 
respectively, by it and the other institutions. Business enterprise is de- 
fined as a pecuniary organization primarily concerned with profits and 
prices. It is based upon private ownership and, hence, fortified by the 
state, since the principles of the state and, likewise, those of private 


ownership are grounded upon natural rights. The machine system.of ` 


industry, however, embodies the “technology of physics and chemistry,” 
and the principle of its operation is “opaque” mechanical cause and 
effect. The machine process is motivated by technical efficiency as an 
end. The operations of this mechanical process and, in consequence, the 
community’s industrial efficiency, Veblen holds, is constantly inter- 
rupted, restricted, and diverted by the private owners of industry in 
the quest for profits. Veblen thus thinks that as a motivation in eco- 
nomic life, technical efficiency is conducive to maximum material wel- 
fare, while the quest for-pecuniary gain is incompatible with this end. 

The idea of technical efficiency plays a central role in Veblen’s 
philosophy of history. It is intimately connected with the conflict in 
social habits which he thinks lies back of social change. And it is 
the basis of his evaluation of economic theories and institutions. Veblen 
failed to consider the fact that even if economic life came to be 


organized under the guidance of engineers, as he thinks desirable, the ~ 


technically best would not always be the economically most feasible. 
Under a technocratic as under a capitalist arrangement, the efficiency 
of machines as well as of human- beings would have economic signifi- 
cance only in terms of the production of values, and this significance 
would reflect the fact that under given conditions an increase in physi- 
cal output would necessarily have diminishing importance. Further- 
more, mere technical efficiency can never bea guide to production; that 
is to say, to economic efficiency. The questions of what goods are 
socially the most desired and of the order in which they should be pro- 
duced can only be determined on the basis of the relation of input to 
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output, and the question of this relationship is essentially a value prob- 
lem. about which technical efficiency per se can tell us nothing. 

Veblen’s theory. of social change is based on the view: (1) that 
social culture is shaped by material conditions, but that the changes 
go forward in the form of social habits and customs that become 
crystallized into institutions in the group’s repeated responses to its 
surrounding environment; and. (2) that institutional growth and 
change. take place according to neo-Darwinian canons of “selection” | 
and “survival.” We have noted that Veblen contended that the disci- 
plne exercised by institutions upon the persons habitually employed - 
with them manifests itself in the form of social habits. On the basis of 
this contention, he attempts to account for social changes in terms of a 
conflict in social habits induced by the discipline of divergent institu- 
tions. Institutions are ultimately the result of the interaction between 
human nature and the material environment. Overlooking climatic 
and topographical features, the material environment is made up of the 
state of the industrial arts, comprising, on one side, natural resources, 
tools, and domesticated plants and animals, and, on the other side, 
immaterial knowledge resulting from inventions and discovery. The 
irreducible elements of human nature are -instincts—a term which 
Veblen uses rather loosely. The five instincts or native proclivities given 
by him are: the sense of workmanship, the parental bent, the self- 
regarding disposition, pugnacity, and idle curiosity or the disposition 
toward “aimless” impersonal inquiry. l 

In the struggle for existence these instincts, it is held, become 
organized into social habits, but the extent to which-any one of them en- 
ters into the composition of habits is a matter of selective adaptation in- . 
duced by changes in the material conditions of life. Since the instincts 
are held to vary with respect to their importance to technical efficiency 

“and the material welfare of the community, the habits resulting from 
particular combinations of, instincts will vary accordingly. For example, 
habits which are due primarily to a combination of the instinct of 
workmanship and the parental bent are on the whole conducive to 
mechaniéal efficiency and output, since the instinct of workmanship 

- tends toward an “impersonal economical use of resources”, while the 
parental bent expresses a “bias” for serviceability. But habits in which 
pugnacious and self-regarding elements are predominant tend to be ` 
invidious, emulative, and predatory. 

< Veblen thinks that in the evolution of Western economic institutions x! 
two conflicting types of habits have been generated: the warlike, ` | 
predatory, invidious or competitive, on the one hand, and the peaceful- 
and noninvidious, on the other. Looking backward, he finds that these © 
conflicting habits are represented in the early stages of Western culture 
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by two opposing. types of society: “the peaceable communistic régime 
of primitive savagery’? and the warlike barbarian culture. In the 
primitive savage community tools and implements, while not highly 
developed, “served chiefly to shape facts and objects for. use rather 
than for inflicting damage and discomfort.” The “dominance of a sense 
of group solidarity” precluded self-regarding and invidious canons of 
conduct and taste. There was no private property or class stratifica- 
tion. Rivalry existed, but the conditions favoring a predatory life were 
absent; so that the emulation between members of the group ran its 
-course in terms of workmanship. With an improvement in technology 
and the resultant growth in surplus wealth primitive savagery gradually 
receded before the emerging culture of the predatory barbarian. “With 
the advent of predatory life comes the practice of plundering the enemy 
and seizing his women arid movable property.” According to Veblen, 
when the practice of seizing women has hardened, “the captor comes 
to exercise a customary right to exclusive use and abuse of the women 
he has seized.” Gradually, this habit’of the “right to exclusive use” be- 
comes extended to other categories of things, and as a result ownership 
resting upon tenure by prowess is established. In contrast with primi- 
tive savagery the barbarian culture rests upon “exploit” and invidious 
distinctions between the warrior and priestly castes, who “engross” 
the community’s industrial efficiency, and the underlying population, 
whose workmanship supplies that efficiency. 

Now, since these behavior traits that manifested themselves in- 
stinctively and habitually in these early cultures make up the spiritual 
inheritance of the people of Western civilization, any change in the 
material conditions of life of these people can take effect-only in terms 
of this inheritance. But the population of the West has resulted, Veblen 
thinks, from the admixture of more than two racial stocks or mutants, 
which have survived because of their fitness to meet changing material 
and cultural circumstances. Although the crossing of these stocks has 
left intact a “generic human type,” fixed by the aforementioned native 


*In discussing my paper, Mr. Dorfman objected to this phrase, “communistic regime 
of primitive savagery,” and supported his objection with Veblen’s statement that a state 
of primitive communism is unknown in human history. But the phrase, “peaceful com- 
munistic regime of primitive savagery,” is Veblen’s, not mine. See “The Beginnings of 
Ownership,” Essays in Our Changing Order, by Thorstein Veblen, ed., Leon Ardzrooni 
(New York, 1934, p. 44). In the statement "quoted by Mr, Dorfman, Veblen denied the 
existence of common ownership of the means of production in primitive society. But 
- Veblen was referring to consumption when he characterized primitive savagery as “com- 
munistic.” He states: “In these very rude early communities, especially in the unproper- 
tied hordes of peaceable savages, the rule is that the product of any member’s effort is 
consumed by the group to which he belongs; and it is consumed collectively or indis- 
criminately, without question of individual right or ownership.” Idem. Veblen seems to 
think that the idea of ownership is altogether foreign to primitive savagery. In “the 
primitive savage horde, the population is not divided into economic classes. There is-no 
leisure class resting its prerogative on coercion, prowess, and immemorial status; and 
there is also no ownership,” Ibid., p. 43. 
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traits and habits, the permutations and combinations of these native 


‘elements will vary endlessly among the individuals that make up the 


. population, since these individuals are hybrids. But Veblen insists that 
“disserviceably wide departures from -the generically human and 
serviceable type of spiritual endowment will tend constantly to be 
selectively eliminated from the race.” 


The anthropology from*which Veblen derived his theory of three ' 
European racial types that differ in both physical and mental charac-_ 


teristics has long been discarded. And his belief that racial types 


possess “native characteristics” that are transmissible in the same way 


that biological inheritance is, was arrived at by a very questionable 
application of the doctrine of biological evolution to human culture. 
Furthermore, there appears to be no evidence to support-his thesis con- 
cerning the existence of his two prehistoric cultures. If there is any, 


Veblen does not supply it. His thesis seems to rest upon conjectural = 


‘history for the use of which he severely lampoons classical economics. 

The idea of a state of primitive savagery, like that of an instinct of 
workmanship, holds a peculiar fascination for Veblen. Its role in his 
philosophy of history and theory of social change is somewhat akin 


to that of the “state of nature” in the doctrine of natural rights which: 


Veblen criticizes. Just as the instinct of workmanship is held to be 
“the more generic, more abiding trait of human nature,” so likewise is 
the “discipline of savage life” held to be “the most protracted and 
probably the most exacting of any phase of culture of the race.” Thus 
Veblen believes that by heredity human nature is still basically savage, 


and that by virtue of the biologically unstable character of the racial’ 


stock, the chances of a reversion to savage nature are always great. 
Moreover, he thinks that-the dispositions peculiar to savage human 


nature are still strong because they have been reinforced by the . 


Christian principle of “mutual service” or “brotherly love.” This 
Christian principle, Veblen holds, contains the idea of “serviceability to 
the common good” and in its elements is also a “deeprooted culture 
trait,” appearing “to be nothing else than a somewhat specialized 
manifestation of the instinct of workmanship.” Thus “the ancient racial 
bias” of the savage has come to be embodied in the Christian principle 


of brotherhood. It is incompatible with the “pecuniary morals of com- | 


petitive business” and “should logically a to gain ground at the 
expense” of this regime. 

Veblen’s theory of social habits rests upon a rather arbitrary de- 
termination and classification of instincts. After noting that the instinct 
concept is- shifty and lacking in precision, he proceeds to impute a 
definite purposive end to each of the instincts he enumerates. It is 
only by virtue of such imputation that he is able to'say what kind of 


- 
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habits any given combination of instincts will produce. He does speak 


of a “contamination” of instincts. But he can still set up his polarity - 


< of habits simply by assigning predominance to one or more instincts 
whose value and ends he has predetermined. It is only by this teleologi- 
cal arrangement of habits and instincts that Veblen is able to construct 
two opposing types of prehistoric culture and two historically antago- 
nistic modes of economic activity: the acquisitive or predatory; the 
industrial or productive. And it is clear that Veblen’s evaluation and 
critique of modern economic institutions and theories revolve around 
this conception -of opposing modes of economic activity and the habits 
associated with them. Although they rest upon a. “technology” and. a 
“systematization of knowledge” wholly different from that of any 
previous culture, the “machine process” and “business enterprise” 
represent in modern society the historic antagonism between aa geo 
and acquisitive modes of economic activity. And the habits of ‘ 
dustrial efficiency” and of “exploitation” associated with these re- 
spective types of economic activity are analogous to the habits of 
thought which Veblen finds characteristic of primitive savagery and the 
barbarian culture. 

Veblen’s analysis of the eoma of capitalism was not entirely 
confined to a psychological exposition of what he considered to be 
the motivating principles and habits of the enterprise system. A con- 
siderable part of his investigation dealt with questions concerning 


- the organization and functioning of the system. His views on these | 


questions were based mainly upon governmental and other investiga- 
tions of corporations and high finance in the trust-busting era. They are 
set forth in his discussions on loan-credit and overcapitalization as fac- 
tors in business cycles. It is impossible seriously to consider his treat- 
ment of those subjects in this paper which is already longer than the 
author intended: But since Veblen thought that the shortcomings of 
orthodox economic theory are due, at least in part, to mistaken concep- 
tions of business operations, some light will be cast on his view of these 
operations by a consideration of the defects of traditional theory as he 
saw them. 

By Veblen’s standards of scientific method, classical and neoclassical 
economics are unscientific. According to him modern science, under 


Darwinian influences, takes as its prime postulate “the fact of con- 


secutive change.” Modern science thus demands; he contends, a genetic 


account of phenomena; in other words, a “theory of a process of unr 


` folding sequence.” Scientific inquiry is essentially matter of fact. It 
knows no ultimate or final term—this being ruled out by the factor 
of consecutive change. It is therefore content to formulate the process 


of cumulative change, mechanically, in terms of “opaque” cause and 
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effect. In economics the process of cumulative change to be dealt with 
is “the sequence of change in the methods of doing things”—a change, 
that is to say, in the “ways and means of turning material objects and 
circumstances to account.” If then economics is to be scientific, it has to 
investigate this mechanical process and formulate the movement of it in 
the causal matter-of-fact manner of the physical and biological sci- 
ences. But this, Veblen holds, is precisely what traditional economics 
is unable to do, because of the character of its subject matter and its 
methods of dealing with it. 

In Veblen’s conception classical and neoclassical dear is ċoncerned 
only with questions relating to pecuniary transactions. In his words: 
“Fhe normal economic community upon which theoretical interest has - 
converged, is a business community, which centers about the market 
and whose scheme of life is a scheme of profit and loss.” Thus by 
virtue of its preoccupation with issues connected with this business 
scheme, traditional economics lies outside the sweep of the discipline of 
the machine process and is unable, therefore, to formulate a theory 
relating to changes in “the methods of dealing with the material means 
of life.” 

‘It is not only the subject matter but also the preconceptions and 
methods of classical economics that are held to be unaffected by the 
discipline of the machine and, accordingly, of modern science. In classi- 
cal economics, the “sense of truth and substantiality is not satisfied 
with a formulation of mechanical sequence,” because the ultimate term 
in its systematization of knowledge is “natural law.” This natural law 
in the guise of “controlling principles” is thought to exercise-‘‘a con- 
straining surveillance over the trend of events.” Thus the preconcep- 


tion of “natural law” imputes to things and events “a consistent 
. propensity tending to some spiritually legitimate end.” Veblen holds 


that although in the later formulations of classical doctrine by such 
writers as Marshall and Clark the conception of “normal” tends to 


- supplant that of natural law, the outcome is not substantially different. 


These later economists not only are concerned to ascertain “what is 
normal and to determine what consummation answers -to the normal 
but are at pains to approve that consummation.” Thus even in the late 
classical doctrines “the normal tends unavowedly to be identified with 
the right,” and there persists an acceptance of the uncritical conviction 
derived from the idea of natural law that there is a meliorative trend in 
the course of events. The “benign order of nature” in which this trend 
tends to be consummated is none other than the normal regime of 
laissez faire and of “perfect competitive acquisition.” 
Whatever may be said about the connection between Adam Smith’s 

notion of “invisible hand” and the idea of a meliorative trend, the 
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theme underlying Ricardo’s rent theory and Malthus’ population thesis 
is obviously pessimistic. And, when we come to the classical economists 
in the late nineteenth century, it is difficult to find anything in their 
writings suggestive of a belief in a meliorative trend. Under the influ- 
ence of Ricardo and Malthus, J. S. Mill was constantly urging that 
thought be taken to abort the evils of overpopulation and the stationary 
state. And Marshall, viewing history in the perspective of a law of 
diminishing returns, was haunted by the specter of the dire effects of 
_ this law upon human progress. It is of course true that the writings of 

. Marshall, Clark, and, to some extent, Mill contain not merely a scien- 
tific explanation of the working of capitalism but also statements justi- 
fying the system. But none of these writers considered that the organi- 
Zation of economic activities by means of the market and enterprises 
conducted for profit was the definitively adequate mode of economic 
_ life. All three of them considered future economic progress to involve 
conscious co-operation in the form of industrial copartnership, supple- 

menting and even taking precedence over the unconscious co-operation 
~ effected by enterprise competition. ` 

According to Veblen; this “belief in a cahionative trend” ora ebenian 
order of nature” is closely connected with the classical school’s 
hedonistic conception of human nature. He states that the notion of a 
meliorative trend and the hedonistic psychology “are so related as to 
stand or fall together.” Thus “given an indefeasible meliorative trend 
in events, man is but a mechanical intermediary in the sequence. It is 
as such a mechanical intermediate term that the stricter hedonism 
construes human nature.” Veblen of course had no great difficulty in 
making short shrift of hedonism.as a psychological theory and in setting 
forth its limitations as an ethical doctrine. In his day psychological 
research had shown that human nature is far too complex and uncon- 
scious in’ its motivations to be explained in terms of a calculus of 
pleasures and pains. Moreover, economists had themselves come to 
question the ethical dogma that freedom to pursue one’s self-interest 
necessarily coincides with the collective interests of society. But despite 
` its erroneous psychology and the confusion in its reasoning on ethical 
questions, hedonism sought to supply an argument in defense of indi- 
vidual freedom. The exponents of hedonism thought of freedom not as 


a good in itself, as they should have, but rather as instrumental to _. 


pleasure and thus to be contended for on the ground that the individual 
is a better judge of the means to his own happiness than are govern- 
ment officials or other individuals. The merits of this argument are not 
discussed by Veblen, but from his remarks on laissez faire one gathers 
that he attached little weight to it. The essential content of laissez faire 

is contained in the principle that the individual should within limits 
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make his own decisions and abide by the consequences of them. But 
the validity of this principle has no necessary connection with the 
tenability of hedonism as an ethical doctrine. If freedom is considered 
a social value, as it should be, it must be prized as a good i in itself and 
not simply as an instrument to pleasure. There is nothing in Veblen’s . 
remarks on hedonism to.indicate that he considered individual freedom 
_ such a value, and one is rather perplexed by his failure to discuss in 
any place the conditions necessary for the realization of freedom in 
economic life. 

The two specific theories of traditional economics against which 
Veblen directed his fire are marginal utility and the marginal produc- 
tivity explanation of distribution. When his essay on “The Limitations’ . 
_ of Marginal Utility” is read in conjunction with his book, The Theory 
of the Letsure Class, the gist of his argument runs somewhat as follows. 
As a motivation in consumption the principle of utility assumes that 
choices are consistently made with a view to some tangible or concrete 
result which is intended or desired for its own sake. That human beings 
may sometimes act in this manner is undeniable, but the idea that they 
normally do so is unsupported by modern psychology. The student of 
modern psychology takes the view that the concrete aims of action are 
valued and desired as symbols of prestige and social status. Thus in 
consumption, goods and services are generally valued, not for their 
own sake, but for what they signify in social relations. In utility theory - 
¿the stress is upon the rational element in human behavior, whereas - 
modern psychology emphasizes habits and customs in unconscious 
motivations and caprice in conscious motivations. Veblen would there- 
fore say that in both consumption and production there is a large 
element of emulation and sportsmanship. In entertaining this view he 
certainly anticipates the idea that economic motivations are to a great 
extent analogous to those of a game in which the aim of the participants 
is “to win” rather than to achieve some concrete tangible result. All 
of which is logical and not at all inconsistent with views presently held 
by most theoretical economists. But the same cannot be said for 
Veblen’s Criticism of the classical distribution theory. 

In his criticisms of the productivity theory of distribution, Veblen 
took as the special object of his attack the ideas expressed by John . 
Bates Clark. But his criticisms are so couched that they must be taken 
as applying to anyone who holds to the marginal productivity theory, 
wholly irrespective of the manner-in which he may formulate the 
theory. Any theory which imputes to the so-called “factors of pro- 
duction” relative contributions to output, and which on this basis seeks 
to determine the shares of income earned by the factors, is repugnant 
to Veblen’s scheme of values. Veblen contends that since the output 
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to which the factors are said to contribute must consist’ of exchange 
values and is therefore intangible in character, a “quantitative” de- 
termination of a factor’s contribution is scientifically impossible. He 
contends further that if it is argued that a quantitative determination 
of exchange values is not impossible, the validity of the postulate that 
competition effects an equivalence between the contributions of.and the 
returns to the factors “cannot be demonstrated in any terms that will 
not reduce the whole proposition to an aimless fatuity.” 

Veblen’s criterion of productivity is of course mechanical efficiency 
- or tangible performance. This criterion is the basis of his contention 
that the “productive: contributions” that economic theory seeks to 
determine are quantitatively immeasurable. He, accordingly, holds 
that since “productivity,” in the classical meaning of the term, can 
only refer to pecuniary transactions of the market, a productivity 
theory, for example, of wages simply states that the value of labor is 
fixed by the individual employer in terms of the “vendibility” of his 
product. Veblen seems to think that in large-scale industry, the indi- 
vidual employer is generally a monopolist in the sale of products and 
a monopsonist in the hire of labor. According to this viewpoint the 
individual businessman is held to possess, therefore, a large amount of 
discretion in fixing his prices and wage rates. Veblen attempts no 
serious analysis of the extent of competition or of its limitations as a 
social institution. His view of business operations is simply a sophisti- 
cated version of the popular or, perhaps one should say, the populist, 
conviction that in buying and selling the businessman pays and charges 
“what the traffic will bear.” ` 

The businessman, as Veblen describes him, is neither an innovator 
as in Schumpeter’s meaning nor the bearer of enterprise uncertainty 
as in Knight’s analysis. The businessman has become an absentee owner 
who is no longer engaged in the management of industrial operations. . 
He is typically a “Captain of Industry” concerned mainly with ques- 
tions relating to bargain and sale. And, since, in Veblen’s definition, 
“bargain and sale” contribute very little to “production,” there is no - 
way of determining the businessman’s income on the basis of his 
“productivity.” The-fact that the outcome of all business undertakings 
and operations is frought with uncertainty and, also, the fact that the 
assumption by the businessman of this uncertainty makes him unique 
among productive agents, find no place in Veblen’s discussion. In other 
words, Veblen has no theory of entrepreneurship and, for all of his 
-animadversions against classical doctrines, his theory of profit is cast 
in terms of the classical wages of management. “Profit” when conceived 
in the form of the wages of management, is perfectly acceptable to 
_ Veblen, since he can justify it as payment for a “tangible” and, there- 
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fore, a “productive” service. He does not take into account: (1) that 
however economic life is organized, a determination must be made of 
the value of the contribution of the various resources to production; 
(2) .that such a determination can never be made in terms of physical 
units, either of human energy or mechanical power; and (3) that values 


will in any case be assigned to the productive contribution of the re-. 


‘sources, either on the basis of market competition, by political au- 
thority, by the pressure of organized bargaining groups, or by some 
combination of these three. 

Veblen’s adherence to a physical approach to production prevents 
him from carrying some of his otherwise penetrating insights to their 
. logical conclusions. For example, in calling attention to the nature of 
capital goods, he notes that these goods are the embodiment of the 
immaterial wealth of society; in other words, of knowledge of ways 
and means resulting from education, discovery, and invention. If this 
idea of the nature of capital goods is consistently adhered to, the 
classical’ distinction between land, labor, and capital, and thus between 
‘rent, wages, and interest, would in principle have to be somewhat 
modified. For it would be evident: (1) that the productive power asso- 
ciated with any one of the factors would, in final analysis, represent 
knowledge, discovery, and invention; and (2) that the productive 
power of capital goods (including land) and, likewise, that of human 
beings results from saving and investment which make possible the 
maintenance and replacement of existing material equipment and the 
creation of new equipment, in one case, and the rearing and training 
of human beings, in the other. Still, in any attempt rationally to allocate 
resources, there would remain the necessity of estimating the value of 
the productive power which any so-called “factor” represents relatively 
to the others. The true value of the productive power of any factor 
would be expressed by a cost representing the value of the time 
or the waiting involved in bringing this productive power to fruition. 
Veblen, however, is not interested in the question of investment cost 
since this must rélate to economic values.* In his analysis of capital 
goods he seeks to demonstrate a thesis reminiscent of Marx’s dogma 
of capitalist exploitation; viz., that capital goods are productive only 
because they are made so-by the engineer’s and the skilled workman’s 
knowledge of ways and means, and that the private ownership of these 


7As proof of Veblen’s interest in the problem of investment, Mr. Dorfman cites 
Veblen’s idea of “serviceability over cost.” All investment (and saving) is the means 
whereby new productive power is created and transferred to those who desire to use it. 
It necessitates “abstinence” by society as a whole, the exchange by the members of society 
of present for future incomes and, hence, an evaluation by them of present -in relation 
to future income. How Veblen’s idea of “serviceability over cost” could bear in any mean- 
ingful way upon the investment problem as stated is a question on which Mr. Dorfman, 


I hope, will enlighten us. l 
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goods enables the owners to extract wealth from the real producers. 
_ In conclusion it will be possible to. comment only briefly upon 
Veblen’s conception of scientific method and his program of eco- 
nomic reconstruction. Veblen insists that to be scientific, one must 
think of human events as a process of cumulative change and in terms 
of mechanical cause dnd effect. From this it would seem to follow that 
a scientific study of social problems must consider human life as con- 
' sisting simply of mechanical responses to external stimuli. When 
viewed in this manner human life is robbed of all meaningful content 
and we are forced to the absurd position of assuming that mere physio- 
logical processes have some sort of “survival value.”? Veblen’s idea 
that production i is a question of material usefulness and technical effi- 
ciency carries this behavioristic approach over into economics. He 
holds that material welfare would be greatly improved if the manage- 
ment of industry were placed in the hands of engineers and other tech- 
nical experts; but if, as he thinks, the operation of industry has already 
been reduced to bureaucratic routine, management by engineers and 
scientific experts would only accentuate this state of affairs. Veblen does 
not tell us how and on what basis his “Soviet of Technicians” would 
make its decisions, nor does he state how this control by technicians 
could be prevented from becoming a a power over the rest of 
society. 5 

t Veblen does not strictly adhere to this mechanistic approach. For he thinks that the 
“survival value” of economic institutions depends upon their contribution to “fulness of 
life.” Although the meaning of ‘the term is left somewhat vague, “fulness of life’ seems 
to consist of something more than material comforts. “ ‘Livelihood’ is, of course, here 
taken in a loose sense, not as denoting the means of subsistence simply or even the means 


of physical comfort... .” Veblen, The Place of Science in Modern Civilization (New 
York, 1930, fn. 9, p. 371). 


DISCUSSION | 


Josera Dorrman: Professor Harris’ paper is rather difficult to handle, 
because, while the title is “Veblen and the Social Phenomenon of Capitali 
it discusses largely technocracy and the history of economic thought. He begins 
his main discourse with the assertion that Veblen’s work rests upon “thinly 
concealed -value judgments, assumptions, and preconceptions concerning the 
past and the desirable course. of future progress.” This is certainly highly 
questionable, for if they are “thinly concealed,” why are there so many 
` different current interpretations of Veblen’s views? Incidentally, a large part 
of Veblen’s matrimonial difficulties arose from the baffled. attempts of his 
wives to read his mind. 

Professor Harris disposes quickly of a central position of Veblen; bane 
his contention that “business enterprise” and the “machine process” do not 
necessarily work in complete harmony. Professor Harris achieves this by 
enlarging the meaning of one term and narrowing the other. His interpretation 
of machine process closely approaches ‘‘technical efficiency” as viewed by 
the exponents of scientific management, whereas Veblen’s concept of machine 
process has the wider meaning of the industrial arts which include not only 
the arts proper, but the habits, skills, transmission of skills, and the oppor- 
tunity to develop and advance them. Professor Harris asserts that business 
enterprise is defined by Veblen as a “pecuniary organization primarily con- 
cerned with profits and prices.” But in fact, Veblen was concerned with the 
dominant role of the larger corporations and especially with corporation 
finance. Strangely enough, in the paper there is only one reference—and that 
a passing one—to corporations and finance, but it appears in a context that 
raises a serious question as to the relevancy of Professor Harris’ entire dis- 
cussion. Let me repeat that paragraph. I quote: 

A considerable part of his [Veblen’s] investigation dealt with questions concerning 


the organization and functioning of [enterprise] system. His views on these questions 
were based mainly upon government and other investigations of corporations and high 


` finance in the trust-busting era. They are set forth in his discussions on loan-credit and 


overcapitalization as factors in business cycles. It is impossible seriously to consider his 
treatment of those subjects in this paper which-is already longer than the duthor intended. 
It would seem that any critique of a writer’s views on capitalism would 
center precisely on his analysis of the “organization and functioning” of busi- 
ness enterprise. This is especially important in the case of Veblen, since his 
views have had a definite bearing on what has actually become the drift of 
. policy and economic theory. On policy making, some of you may recall the 
dispatch of the Washington correspondent of the Christian Sctence Monitor, 
when the Securities and Exchange Commission began issuing its decisions. In 
his column he wrote that if these decisions were to be fully understood, one 
must read Veblen’s works, for the majority of the commissioners were ob- 
viously Veblenites. The decisions, by the way, have become a part of the 
common sense of our day. On economic theory, a good example is Wesley C. 
Mitchell’s Business Cycles, which marked a new epoch in economics. While 
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completing that work, Mitchell wrote that the “crucial chapter” (that on the 
breeding of crises) was “fairly close to Veblen’s position; namely a decline 
in the prospective net earnings leads to shrinkage of business credit and thus 
brings on a liquidation of outstanding accounts.” 

It is true that Professor Harris adds after the quoted paragraph: 


But since Veblen thought that the shortcomings of orthodox economic theory are due, 
at least in part, to mistaken conceptions of business operations, some light will be cast 
on his views of these operations by a consideration of the defects of traditional theory 
- a3 he saw them, 


I looked here in vain, Caner for a systematic critique of Veblen’s views on 
business enterprise. Instead there is a running account, largely devoted to 
showing Veblen’s blindness to the actual views on the social order of the classi- 
cal school and its successors. At the end of the first large section we are 
told, for example, that Veblen failed to appreciate that such great leaders as 
John Stuart Mill, Alfred Marshall, and John Bates Clark held that in the 
future progress of society “industrial copartnership” would succeed the present 
system. I presume that Professor Harris. is referring to their sympathy for 
producers’ co-operatives, but at least one of a number of ambiguities, if not 
inaccurate propositions in this section, would be cleared up if he would state 
that he is speaking of the earlier John Bates Clark of The Philosophy of 
Wealth and not the later Clark of the more familiar Distribution of Wealth. 
Then Professor Harris discussed Veblen’s criticisms of the hedonistic 
foundations of classical economics. He finds that while Veblen’s criticisms 
of hedonism were sound, the classical economists were only mistaken in 
treating freedom as an instrument of pleasure and not as a good in itself. 
Thereby they would have freed their theory of value from any connection 
with hedonism. This leads Professor Harris to say that Veblen did not “indi- 
cate that he considered individual freedom” as a “good in itself” or a 
“social value.” Yet in Imperial Germany and the Industrial Revolution, Veb- 
. len specifically gave individual freedom the highest tribute by imbedding this 
“Democratic conception” in human nature as a ubiquitous and persistent 
“moral bent.” And he added that these characteristics “make this trait . . 
an invaluable premise in any inquiry into the practicability or expediency 
of any given scheme of control or any projected line of collective enterprise.” 
Finally, Professor Harris insists that Veblen has erred fatally in criticizing 
the applicability of the theory of marginal productivity -to the modern order, 
because that theory must be utilized in any attempt to “rationally allocate 
resources.” How this would be done we are informed in a single sentence: 


The true value of the productive power of any factor would be expressed by a cost 
representing the value of the time of the waiting involved in bringing this productive 
power to fruition. 


Veblen’s error, he concludes, flows from the fact that he is “not interested in 
the problem of cost since it is a question of values.” This ties up with another 
criticism; namely, that “Veblen failed to consider ... that . .-. the technically 
best would not always be the most economically feasible.” Again, may I say 
Veblen specifically. stated in “The Socialist Economics of Karl Marx” that 


earn 
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“in any evolutionary system of economics, the central question touching the 
efficiency ‘and fitness of any given system of production is necessarily the 
question as to the excess of serviceability in the product over the cost of 
production.” Veblen went on to say: 


It is conceivable that a competent theory of value dealing with the excess of service- ` 


ability over cost, on the one hand, and with the discrepancy between price and service- 
ability, on the other hand, would have a substantial bearing upon the advisability of the 
present as against the socialistic regime, and would go far to clear up the notions of 
both socialists and conservatives as to the nature of the points in dispute between them. 
But the socialists have not moved in the direction of this problem, and they have the 
excuse that their critics have suggested neither a question nor a solution to a question 
along any such line. ` 

One more example of Professor Harris’ questionable reading of Veblen is 
his statement that Veblen presents as a historical reality a “communistic 
regime of primitive savagery.” Yet Veblen specifically says in his essay, “On 
the Nature of Capital,” that “a primitive stage of communism is not known.” 

In concluding this part of my task, I should like to say that Veblen’s 
subtlety has trapped a number of his critics. An interpretation of Veblen re- 
quires careful documentation, for his meanings are. often dependent on the 
specific context of the particular point under examination. This is essential 
for any relevant critical examination of Veblen. ; 


Let me now turn to Professor Copeland’: paper. l 

Professor Copeland has so cogently and judiciously presented the rela- 
tions between “model analysis and institutional analysis” that a critic is left 
„with little to criticize. I do want, however, to clarify a few matters. These 
are concerned largely with the history of institutionalism. There was a move- 
ment in the eighties that was something of a spiritual ancestor. Its sponsors 
organized the American Economic Association specifically to combat the 
reigning classical economics. One‘of the most vigorous leaders was John Bates 
Clark, who felt that there was-a real need for a “progressive” association 
which would include the “younger men who do not believe implicitly in 
laissez-faire doctrines nor the use of the deductive methods exclusively.” As 
its first president, the Association chose General Francis A. Walker, who was 
constantly castigating orthodoxy for its overemphasis of an a priori method 
` which achieved a simplicity of classification to which the subject matter was 
not susceptible. How much that early movement has meant to the growth of 


our science is evidenced by the fact that the two recently created medals of 


honor of the American Economic Association bear the name of these two early 
rebels. 

Of what is now called institutionalism, Veblen, along with Charles Horton 
Cooley, was unquestionably a chief source of inspiration, but I think that it is 
going too far to say that Veblen characterized regnant “implicit model analysis 
as bourgeois homiletics.” Rather the institutionalist position was that ex- 
pressed by. Walton H. Hamilton in 1915: “Current economic theory as it is 
commonly understood, is an unconscious expression of an economic art whose 
fundamental tenet is non-interference.” 


In general the institutionalists stood for social control and the need fora . 
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more realistic: understanding of the functioning of the economy in order to 
make ‘intelligent adjustments. This common concern in social control lead 
John Maurice Clark, Walton H. Hamilton,.and°Harold’G. Moulton to col- 
laborate in preparing Readings in the Economics of War in 1918—a volume 
whose original title, “Economics of Reconstruction,” did more justice to its 
scope. Because of. the highly unrealistic character of the prevailing models 
in economic analyses, Wesley C. Mitchell developed his procedure of “analytic _ 
description.” In fact, to its exponents-the “newer economics,” to use Hamil- 
ton’s phrasing, began with Mitchell’s Business Cycles of 1913, for Mitchell 
substituted an economics of process for one of statics and successfully merged 
theoretical and statistical inquiry. 

Mitchell was by no means alone in the “teens” and twenties in the task of 
reorientation. There was, for example, David Friday’s pioneering contribu- 
tions on capital formation; and his provocative Profits, Wages and Prices 
_ (1920) showed how much meaning a few handfuls of figures contained and 
how much violence they could do to established principles. There was, too, 
Walter W. Stewart’s work in constructing an index of production, developing 
the research facilities of the Federal Reserve Board, and transforming the 
Federal Reserve Bulletin into a commanding authoritative journal. And his 
elaborate testimony before the House Committee on Currency and Banking in 
1926 and the famous Macmillan Committee on Finance and Industry in 
England in.1930 did much to end a situation where it could be said thatthe 
monetary theorists’ dwelling upon monetary factors was the result of lack of 
familiarity with industrial conditions, 

Let me now add one or two direct comments on the paper. Potes eee 
land points out some limitations of the “empirical model builders”—notably 
their inability to take into account all the variables. But I wonder if he was 
not trying to make the point that they are attempting to give a precise 
` mathematical magnitude to every factor; whereas, for example, Mitchell, 
fully appreciative of the implications of his underlying Veblenian concept of 
“cumulative change,” preferred to work in terms of the cruder but more 
realistic gauge: that of “relative importance.” I am not sure that I can follow 
Professor Copeland in his statement that “different descriptive hypotheses 
regarding the way our economy operates have different policy implications,” 
but I do think an “analytic description” of now it operates narrows the area 
of controversy over policy. 

In concluding, I simply want to say ait I think that succeeding genera- 
tions will make contributions to institutionalism, for as long as our economy 
is a growing one, there will be need for “analytic description” and adjust- 
ments of policy. The current period is one of consolidation of gains, and 
Professor Copeland does well to note the reconciliation that has in fact 
occurred. However, an era of the inflexibility of theory may again occur, and 
then once more. there will be vigorous protest, doubtless under a different name 
than that of institutionalism. 


- 


KENNETH H. Parsons: I have’had the privilege of reading two of the 
papers: those of Professors Copeland and Harris. Both of them are provoca- 
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tive and stimulating. Professor Harris’ essay is a critical examination of the 
structure of Veblen’s thought. The focal points in Professor Copeland’s essay 


are not so specific, but it is a very strenuous attempt at getting the i issues , 


stated which divide institutional and model analysis. 

In the few minutes at my disposal I think it better to try to comment on 
some of the theoretical issues raised in the papers than to attempt any genuine 
review of them. 

Professor Copeland opens his paper with an observation about institution- 
alism being a peculiarly American approach to economics. The institutional 
approach, as he pointed out, has been more inclined to inclusiveness than the 
equilibrium or model analysis, with a persistent interest in the relations of 
economics to the other social sciences. I should have liked to have had Pro- 
fessor Copeland’s suggestions as to why this has occurred. I have supposed 
that the turbulent growth which has characterized our economic life might 
` be a part of the explanation for this difference. The slower rates of economic 
growth, coupled with the greater weight of custom and status in the British 
economy, for example, may very well make a simpler mechanical method of 
analysis more adequate to that situation than to our own. 

At any rate there is an unresolved issue here. The general question might 
be better put, however, in a slightly different way, as to how comprehensive 
an integrated analysis is necessary in order to give reliable grounds for judg- 


ment. Clearly the classicists and the Keynesians alike have proceeded with ` 


much simpler and more mechanical statement of relationships than the in- 
stitutional analysts. Although the latter is an extremely varied and dissimilar 
group, it is approximately correct to say that the orientation is toward the 
inclusion of generalizations regarding all phases of social organization which 


are involved in the readjustment ingredient to economic problem solving. The 


treatment of law and property rights is a case in point. 

Typically, those in our craft who follow the classical tradition most closely 
stand by a mechanical type of analysis, most precisely formulated in mathe- 
matical terms, with a purely “economic” reference, meaning by that that 
tastes, technology, etc. are “held constant” so that the only problem i is one 


of “economizing in the use of means” and the only “value” is that of . 


economy. 

By contrast, John R. Commons, a thoroughly indigenous thinker, struggled 
for. decades to work out a systematic analysis that would include the basic 
elements of social organization, public order, and the possibilities of plural 
values within one comprehensive statement. 

If one were to explore this contrast fully, I believe that many of the dif- 


ferences would be resolved upon the ground that those following such seem-. 


ingly divergent approaches are interested in different aspects of the economic 


problem. Those following the classical pattern of analysis approach the ~ 


economy through the conditions of choice in a market enterprise economy. 
Essentially they are interested in private economics where the value issue is 
nothing more than preference or desire. Commons, however, was concerned 
with the general public or social questions—concerned with the structure and 
proportioning of opportunities and with public policies where the objects of 
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valuation are the-working rules, which are the very structure of social organi- 
zation. However, I doubt if it is possible to effect a complete conciliation of 
viewpoints merely by acknowledging different foci of interest and purpose. 
For example, one issue that troubled Commons a lot was that the classical 
analysis, when directed to policy or social questions, treated the individual as 
a mere atom, whereas it seemed to him that nothing less than an allowance 
for genuine volitional conduct and “institutionalized” personalities was ade- 
quate for social analysis, l 

I do not find it very satisfactory to attempt to push very far the making 
of fundamental theoretical distinctions in terms of comparisons between in- 
stitutionalists and equilibrium or model analysis. Not many of the basic 
questions fall into proper categories in that way. On the issues of valuation, 
for example, Commons’ work is completely consistent with Knight’s views 
in the areas of individual choice; but Commons’ creative work in valuation 
was centered on the social valuation problem in terms of reasonable value. 
Veblen’s formulation, on the other hand, in the area of individual behavior is 
almost diametrically opposed to both of them. Commons’ view, again, can 


be contrasted with those of the more classical persuasion in his method of, 


focusing the analysis upon the accessible alternatives for solution in a situa- 
tion which centers on the means of reaching objectives. The best practice 
among model theorists of the classical persuasion is to separate strictly the 
means from the ends; and to hold the ideal pure even if unattainable. On 
the other hand, Veblen’s thinking has a strongly positivistic bias—a line of 
thought which holds approximately to the view that nothing significant can 
be said about value and valuation except as they may be observed like other 


‘natural phenomena. On the question of the nature of fact, economists of all | 


opinions seem to me to be all over the lot, philosophically speaking. Thebasic 
question here in the practice of economists evidently turns on the extent of 
use of mathematics. Although the mechanical postulate of mathematical and 
equilibrium analysis has the effect of recognizing only the mechanical aspects 
of our economy as fact, neither the sheep nor the goats in a separation along 
- such lines can be classified as either institutional or noninstitutional analysts. 

If I were to try to sort out one single issue that seems to me to really divide 
economists whom we call institutionalists (Commons, Veblen, Mitchell, Ham- 
ilton, J. M. Clark, for example) from the classical or mechanical school, it 
would be, I think, that the former are inclined to let the nature of the problem 
- define their field of activity, whereas the more traditional or academic-minded 
are inclined to give the concept of “economy” or economizing a very definite 
meaning and allow the implications of the definition to define the field. But 
even this does not take us very far because in the last analysis we all use 
scientific inquiry to bolster up our common-sense judgments on even the great 
issues. If you take the narrower view of economics, you either conclude that 
economists should not formulate a judgment on any practical issue or you 
conclude that economists must know a great deal more than economics. How- 
ever, if one takes the inclusive view the only way in which economics can 
avoid becoming synonymous with social science is to have a conception of 
economics which actually formulates issues so that they can be joined with 
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. the sister social sciences. The institutionalists in practice have'sinned a bit 
on the side of a sprawling analysis, but their sense of direction has been 
- right in’ giving their work an orientation toward social valuation and social 
organization. 

I should like in the remaining allotted time to sharpen up an issue which 
I felt Professor Harris slipped over a bit too easily. He has given us a very 
careful exposition of the structure of Veblen’s viewpoint—very largely in 


Veblen’s own terms. But in the context of this discussion, more light would - 


have been shed on the issues worrying Professor Copeland if Professor Harris 
had discussed critically the fateful distinction made by Veblen between. what 
. he called “sufficient reason” and “efficient cause.” 

- Veblen elected to emphasize the importance of efficient cause as a part of 
his genetic account of phenomena. On the positive side, this basic conception 
did permit and implement the analysis of economic and social processes, The 
psychology which Veblen built into his work was accepted by Professor Harris, 
if I understood him correctly, as being in line with currently accepted theories 
of psychology.. Also—-and this is the constructive point I prefer to under- 
score—Veblen’s process approach was consistent with the insight that social 
phenomenon can be understood only in the historical context. 


The price which Veblen’s analysis paid for this acceptance of “sufficient, 


cause” was the virtual rejection of “sufficient reason.” This rejection not 
only completely divorced Veblen’s analysis from the classical doctrine of 
valuation, it also led to the virtual ignoring of the constructive function of 
the entrepreneur, as Professor Harris has pointed out, and indeed of the 
area of rational conduct by which advantage is taken of even the narrow 
possibilities of creative choices. 


Now the problem before us seems to me to be one of how we can combine 
the insights of the static equilibrium analysis of the firm, as well as the | 


_aggregative analysis, with the insight made possible by process analysis, in- 
cluding the Veblenian approach. Somehow we must find a way to produce the 
future counterpart of Risk, Uncertainty and Profit, Legal Foundations of 

` Capitalism, and Imperial Germany and the Industrial Revolutton—all within 

one inclusive theoretical frame of reference. 


EXECUTIVE DECISIONS AT THE TOP LEVEL 


INTRODUCTORY REMARKS 


By LEvERETT Lyon, Chairman 
We are here to listen to a discussion of executive decisions at the 
top level. This phrase, “executive decisions,” is not a phrase of the 
traditional literature of economists. A quick survey of the indices of 
half a dozen of the texts most extensively in use during the past half 
century does not disclose the word executive. It is possible that this 
indicates only a lag in language. It is Gee n it indicates a lag 
in the concept of management. 

However, of the importance of management economists have always 
been aware. “Writers on social science,” says Alfred Marshall (who, 
_ may I interrupt here to say to the businessmen in this audience, is the 
author of a sort of New Testament for economists—an author on whom 
most of the disciples in the economics profession have drawn heavily for 


the past sixty.years), “from the time of Plato downwards have delighted 


to dwell on the increased efficiency which labour ‘derives: from organi- 
zation.” And organization calls for management. 


Economic literature, however, in dealing with the management con-- 


cept, seems to have adhered pretty closely to the good old term, “the 
entrepreneur.” In any event, the masters of this trade—I mean the 
economics profession—at least during the period when some of us were 
maturing, have not deviated far from the ideas set out by Alfred 
Marshall, who wrote thus of the businessman: “But in the greater 
part of the business of the modern world the task of so directing 
production that a given effort may be most effective in supply- 
ing human wants has to be broken up and given into the hands of a 
specialized body of employers, or to use a more general term, of busi- 
ness men. They adventure or undertake its risks; they bring together 
the capital and the labour required for the work; they arrange or 
_ engineer its general plan, and superintend its minor details.” “Looking 
-= at business men from one point of view,” says Marshall, “we may 
regard them as a highly skilled industrial grade, from another, as 
middlemen intervening between the manual worker and the consumer.” 

This task of management has. been spelled out with great finesse 
by many economists and in language which those who do most of the 
~ business managing for the country might not always understand. 

The concepts of marginal productivity, with oe to match, may 
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or may not’be a part of the intellectual equipment of today’s speakers. 
Each is, however, equipped with a record of unusual experience and 
effectiveness i in management and in the making of ee decisions 
` at the top level. 

Out first speaker is a lawyer and a business executive. He gradu- 
ated from Ilinois College, became a student at Harvard Law School, 
and then transferred to the Law School at the University of Chicago, 
by which he was given a J.D. in 1919. He practiced law for a number 
of years; then became a special attorney for the Bureau of Internal 
Revenue; was then a member of the U. S. Board of Tax Appeals. He 
joined the Law Department of International Harvester in 1929 and is 
now vice-president and general counsel of that outstanding company. 
If it would not be regarded as a chamber of commerce utterance, I 
‘would ‘conclude by informing you that he is a revered member of the 
Board of Directors of the Chicago Association of Commerce and In- 
dustry. Mr. Siefkin’s subject, as you know, is “Executive Decision at 
the Top Level.” He will treat it in any way in which his executive 
decision may have guided him. 

Our second speaker, Senator Ralph Flanders, bea to prepare for 


_ this address in 1880, when he was born at Barnett, Vermont. He supple- - 


mented this initial step with graduation from high school and work 


with the International Correspondence Schools. Dartmouth, Stephens -` 
Institute, Middlebury College, the Polytechnical Institute of Vermont. 


and Northwestern University are only some of those educational in- 
stitutions which, with honorary degrees, have recognized the effective- 
ness of his training and his achievements in using it. 

Senator Flanders added to his preparation for today’s activities by 
becoming a machinist’s apprentice and draftsman and advancing to 
the presidency of the Jones & Lamson Machine Company and the presi- 
dency of the Federal Reserve Bank of Boston, as well as the presidency 
of a number of other business organizations. He has been a member of 


numerous ‘governmental agencies, including the notorious NRA. He ~ 


has been president of the New England Council of the American Society 
of Mechanical Engineers, of the National Machine Tool Builders, 
climaxing -these accomplishments with membership in the American 
Economic Association. He is author of technical and economic books 
and of one with the intriguing title, Taming Our Machines. His final 


'- preparation for today’s work came with his election to the United States . 


Senate from the state of Vermont. In this capacity he has been called 


> .upon to make, in government, decisions more far-reaching in their sig- 


nificance than even those he made in his business career. Whether Sena- 
tor Flanders will speak on executive decisions at the top level as they are 
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made in business or as they are made in government, I do not know. It 
is possible that he will do both and possibly simultaneously. 


In view of the fact that Senator Flanders’ arrival in Chicago has | 


been delayed by the storm, his paper will be read by Simeon E. Leland, 
Dean of the College of Liberal Arts of Northwestern University. 


EXECUTIVE DECISIONS AT THE TOP LEVEL _ 


| By Forest D. SIEFKIN 
~ International Harvester Company 


- l Li niroduction 


We Americans are great people for self-examination. It is usually 
said that baseball is our national sport, but I believe a good case could 
be made that soul searching is at least a close second and may have 
- taken the lead.. 

At the end of a big laundry aa a session with the hot stove, the 
tired housewife settles down with a gripping little article entitled, “Are 
You Blighting your Child’s Life?” The junior clerk measures himself 
_ against the factors set forth in an essay called, “The Ten Hallmarks 
of a Successful Executive.” And the executive, at home of a winter’s 
evening, broods over a volume on- ‘The Nine Bad Shots in Golf.” 


Because of this faculty for self-examination, we have developed an 


enormous, descriptive, and critical literature about almost every phase 
of American life. And of all these, the literature of business i is among 
the most voluminous. 

It is a solemn and chastening experience for any business executive 


to visit thé second floor of a book store—up where the business books - 


are usually kept. There he can wander for hours among texts on budget- 
. ary control, on corporation finance, industrial and public relations, 
product design, manufacturing, advertising, sales organization, taxation, 
industrial relations, accounting, and so on and on. Try it some time. 


And then pause to consider that as a business executive you are sup- ` 


posed fo have at least a smattering of all these subjects. 
_ So I will not attempt today to describe the functions of an executive. 
Any of the books will tell you that the management of a business in- 


volves the management of men, money, machines, and materials. Any- 


of the books will tell you that the executive has three functions: to 
_ plan, to organize, and to control. Any of them will give you a quick 
résumé of the more commonly used methods for doing those things. 
II. The Executives Habitat 
Instead, I should like to use my time for a quick examination of the 


changes that have taken place and are still going on—changes in the- | 


political and economic climates which compose the executive’s natural 


habitat, and ‘changes in the nature and style of the senior executive ~ 


himself. ` 


As to the first of these, our ordinary speech gwes us an instant clue: 


t 
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‘to the nature of the changes. We used to speak of major pioneer busi- 
nessmen as “empire builders.” The heads of large corporations were 
often known as “captains of industry.” The meaning was plain—that 
such men exercised almost unlimited power within their scopes. 

Toa large degree that was true. Fifty years ago, the top executives 
of a major business were relatively as free as a longhorn steer on the 
unfenced range. The only superior power before whom all of them had 
to kneel wads the choice of the customer—a power, incidentally, in 
spite of the efforts of advertising, which: the customer still exercises 
freely. 

` Today the top executive of a Pues finds himself restricted in a 
progressively smaller corral. The posts, the barbed wire, the boards, 
and the brush of this corral consist of relatively new legislation. Such 
acts as those involving social security, fair labor standards, labor rela- 
tions, and the registration and sale of securities, to mention only a few, — 
involve the widespread practice of government by administrative law 
through boards and commissions. Along with these laws has come the 
concept of the “national emergency,” which, in turn, gives great impetus 
to the unpredictable executive order. The same intervening years have - 
brought taxation at such levels and of so many kinds as to make the - 
government, from a revenue standpoint, the most important bene- ` 
ficiary of business operations. At the same time, taxation has become 
so important to the businessman that the impact of taxation forces him 
to consider it in many decisions to which no one formerly thought it 
could apply. 

I should like to illustrate this change of environment more spe- 
-cifically in several important fields of business administration. 

The first example is in the field of financing a company. Fifty years 
ago the XYZ Corporation found itself in need-of greater capital to 
carry out its plans.. Its executives. then faced a choice from among. 
several alternatives. They could borrow for the short term. They could 
borrow for the longer term. ‘They could issue additional shares and 
offer them on the market., Or, if they had been prospering, they could 
add to their capital by reinvestment of past earnings, thereby increas- 
- ing production and employment. 

Today what do we see? Borrowing is still possible, in most cases. 
Issuance of new shares is totally impracticable in a large number of 
cases. The elaborate processes of the Securities and Exchange Com- 
mission have made the expense prohibitive or the timing difficult or 
impossible in: the case of many corporations. The rate of income taxa- 
tion has made the shares less desirable in all cases. So most added 
capital has come from ‘retained earnings. And this source, too, is 
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threatened by so-called “excess profits” taxes and by the recurring 
schemes for taxation of undistributed profits. 

My second example is in the field of labor relations.. Twenty years 
ago, if a company produced pig iron in a small Ohio town and had a 
union, the company and the union by more or less amicable processes 
arrived at an agreement on wage rates. They were locally negotiated 
and they fitted local conditions and needs, 

That was before the creation of the War Labor Board. We are in- 
debted to the War Labor Board for the invention of so-called “national 
patterns” of wages, and the enforcement of them nationally with all 
the power of the federal government. The Board is dead, but its deed 
lives after it. As a consequence, today.we have a situation where the 
little two-stack steel mill is confronted by an enormous international 
union, waving a wage scale which it has just wrung from a very large 
steel company, and’ demanding acceptance “or else,” on the grounds 
that it constitutes a national pattern for all steel mills, 

My last example is in the field of the market. No matter how it 
comes about, when the customer’s right of choice is restricted, mana- 
gerial decisions are also restricted. If supplies of certain civilian goods 
in wartime or defense time do not meet civilian demand, or if govern- 
ment policies such as credit restrictions narrow the market and ex- 
clude many persons who would otherwise buy, the point may be reached 
at which no managerial decisions as to sales are necessary, except to 
determine how to keep salesmen alive until they are again needed. 
Recent years have also brought managed currencies and restrictions 


of all sorts on the flow of international trade; so that freedom of deci- 


sion in such matters is greatly restricted. | 

These examples could be multiplied by reference to other fields, but 
these are sufficient to illustrate my first point. It is that the business 
executive has had’ his areas of decision restricted, both by direct and 
indirect effects of actions of the government. Some say this was neces- 
sary for the protection of the public or competitors against the horns. 
Some say it is preliminary to the final slaughter of the animal. However 
that may be, I do not speak of these bygone days with nostalgia or 
regret. That was a different world. It might have been a better one. 
It may have been a worse one, depending on your point of view. But 
one thing is certain: the changes have been many and radical. 

A second impressive factor in the modern executive’s surroundings is 
exhortation. Oddly enough, along with these restrictions on his action, 
the executive finds himself subject to more exhortation than ever be- 
fore. He is told that his production is too low, his prices too high, his 
profits too big, his taxes too small, his labor policies benighted. At 


the same time he is told that it is up to him—acting for industry—to. 
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provide prosperity for other nations, equip the armies of half the globe, 
and create and maintain ever increasing employment. He is frequently 
summoned to Washington to be told that satisfactory achievement of 
some new ideal is “industry’s responsibility. d 
It reminds one of the scene in the old melodrama where, after the 
villain has kicked the heroine, dispossessed her parents, kidnapped her 
fiancé, and tied her in front of the buzz saw, he leans over her and 
whispers: “N ellie—why don’t you trust me?” 
A.third factor in his milieu is that the executive is onko as 
never before with political uncertainties. Uncertainties are normal in 
his life. If there were no uncertainties there would be no need for 
executives, He has always had to confront and deal with the uncertain- 
ties of economic forces and of technical progress. 
But, in addition, he faces the uncertainties of government control 
over industry and business. Will the government allow steel for. the 
production of civilian widgets and, if so, how much? Dare he start 
construction of a new plant or will he find that, half way through, the 
_ government has pre-empted all powerhouse equipment? If his wages 
are tied to the Bureau.of Labor Statistics cost-of-living index, as many 
wages now are, he knows the Bureau is re-examining the basis of its 
index. Will the eventual result be a proper index or will it be ‘heavily 
weighted to bring about wage increases? If he faces a heavy investment 
in machine tools, what provision should he make for their future replace- 

ment, in view of the depreciation of the dollar? Will there be a check on 
the dilution of the dollar or will it increase or continue at the same 
rate? 

This is a group of new problems, not so much business or economic 
problems, such as he has been trained to meet, as they are political 
problems involving political prophecy. ) 

My fourth factor composing the new tne s natural habitat” 

is that he is increasingly surrounded by legalistic, economic, and tech- 
nological problems which he cannot possibly comprehend except with 
the aid of experts (and perhaps not then) but with which he must 
deal in the over-all decisions of business. Fortunately in making those 
decisions he may have at his call specialists such as market analysts © 
and sales engineers, credit men and labor relations men, research metal- 
lurgists and traffic experts, accountants and statisticians, product engi- 
neers, process engineers, time study engineers, psychologists, econ- 
- omists, and what not. His problem is to see that they are so assigned 
that all of their special knowledges and skills are brought to bear on 
the kind of problems on which he needs help: Some of these specialists 
will be assigned to short-range projects aimed at the solution of an 
immediate problem.. Others, as in engineering research, will be em- 
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ployed to see that the business is kept abreast of trends and that long- 


range mistakes are avoided as far as possible. The top executive doés 
two things with the information which he asks from these specialists `. 
(or which they offer to him to keep- -him advised): (1) he synthesizes . 
all of such information in arriving at his decisions; (2) he may resolve 
disagreements between the experts. l 

Thus, the executive’s problem is to know how to direct the experts 
at work which should bring him answers on questions which he has 
raised and on: which he has made assignments for long or short dura- 
tion, because he needs the answers as parts of the solution to Seay 
which me sees or oe. ‘ 


lt When the Experts Fail : a 
What does the top executive do then when the experts fail? You 


know what he does. He -does what.he is paid for: takes his own guess _ 


based on his own experience and judgment and awaits the consequences: 
If he is right oftener than his competitors, he is a success. If hei is- right 
a lot more, he is a business genius. 

For with all the books and all tbe charts and all the expert counsel, 
` the top-level administration ef a business—fifty years ago or now— ' 
always requires two things: the willingness to take responsibility for a 
decision and the ability to make correct decisions most of the time: 
Sometimes problems can be studied at leisure. Very often, the execu- 
tive has to shoot ftom the hip. In either case, the good executive’s 


success is measured by how good his judgment turns out to be, based on . ° 


all the facts and expert-advice at his command. 

All species undergo changes with changed environment. Times change 
and men change. The senior executive of today finds himself devoting 
to labor relations and public relations and political economy much of 
the time which his predecessors gave to finance and production. That 
is true because those are the newer problems, the more pressing prob- 
lems, the ones where the experts are least expert and the disagree- 
ments most frequent. ‘Tomorrow? Be can tell? We ey know it nii 


- be different. 
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HOW ARE TOP EXECUTIVE DECISIONS MADE? 


By RALPH E. FLANDERS 
United States Senate 


Just how many of the annual sessions of the American Economic 
Association I have attended I cannot remember, but there is quite a 
_ goodly number to my credit both before and since I became a member. 
If I am not mistaken, I have attended some of them in which I was 
not invited to participate. I sincerely hope that I can establish my 
qualifications on some other basis than that of being a luncheon or 
- dinner guest. 

Mr. Siefkin sent me copy of his delightful talk in advance of the 
time I was able to write my own. Besides the pleasure of reading it, 
this courtesy has the further advantage of enabling me to select an area 
of exposition and. discussion which covers other matters than those 
with which he deals so effectively. Mr.-Siefkin has told in some detail 
the changes in the task which the top executive finds laid out for him 
to perform. He explains how the decisions the executive has to make 
are narrowed largely by governmental controls, but are at the same 
time deepened to 4 point where no single man’s experience and jud- 
ment can comprehend all the factors involved. Top business decisions 
have to be passed on by an army of experts each specializing in some 
field of competence. Yet at the same time, as he shows, the final deci- 
sions usually have to be made by the top executive as always. 

I am addressing myself to another aspect of executive function. This 
paper undertakes to examine the motives andthe moving principles 
_-which determine the decisions. This relates to the time after the execu- 
tive has available the information provided by his assistants and their 
experts during which the final conclusion must be made. 

What moves the executive in making these final decisions? There is 
a good deal of misapprehension and folklore as to what guides business 


decisions. In the category of folklore I would put the celebrated thesis ` 


of Thorstein Veblen: that the moving decisions are those which serve 
“conspicuous waste.” That was indeed a picturesque thesis, which has 
fascinated readers, particularly young readers, in the well-nigh two 
generations which have passed since it was first published. Veblen lived 
in the decadent and dying days of Fifth Avenue and Newport Society. 
There he witnessed the lavish and public expenditure of wealth in 
magnificent houses; liveried coachmen, footmen, and lackeys; ‘and 
extravagant entertainment in the Fifth Avenue homes and the houses 
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on the Clif Walk at Newport. With his eye focused on all of this, he 
came easily to the conclusion that the womenfolk of American busi- 
ness, with their insatiable demands for houses, dress, jewels, anid social 
display, were keeping the American business nose to the grindstone of ` 
-dollar production so that “conspicuous waste” could be nae 
continued, and, if possible, expanded. 
AS was just said, what he saw was the last colorful dissing of a 
dying social phenomenon. In the first place, the husbands of these 
wives were not typical businessmen, even of their times. They were 
real estate owners, stock market speculators, and parasites on a pro- 
ductive society. If one were looking for productive effort, it would be 
far better to observe the family life and social customs of John D. ` 
Rockefeller, who was engaged in building up his oil empire and his 
organization for production and distribution, or-that of Jim Hill, 
builder of the Great Northern Railroad, whose operations, ‘sometimes 
dubious, always spectacular, added greatly to the expansion of Ameri- 
can agriculture and truly gave warrant to his title of “Empire Builder.” 
`- Perhaps, too, Mr. Veblen might have looked at another railroad 
builder, Mr. E. H. Harriman, with whom in his later years Mr. Hill 
_ was locked in deadly struggle. That great mansion on a mountain top 
near the New York-New Jersey line which Mr. Harriman built for 
- himself might seem.to be an example of “conspicuous waste.” Yet he 
probably thought of it simply as befitting his station and achievements; 
“for neither he nor his wife belonged to the tribe of wasters. They were 
united in a life-long: experience, of building. ` 
Veblen’s doctrine of conspicuous waste was a picturesque statement 
of the commonly held idea that thé desire for money is what drives the 
businessman on towards such success as his opportunities and capacities 
bring.to him. There is of course truth in this popular idea. What truth — 
there is in it is attested to by the fact that men. who are in the upper 
brackets of income’ are no longer as ambitious and ingenious as they 
used to be.in expanding their income by risking their available funds 
in new undertakings. Owing to the drastic nature of ‘our tax laws, 
. many of them willingly see the earnings of the companies in which 
they are interested reinvested instead of coming into their own hands 
as expendable wealth. Expendable wealth is subject to double taxation; 
reinvested wealth is taxed but once. Similarly, in place of risk invest- 
ment, our tax laws place a premium on tax-free government bonds. 
Small though their return may be—and that smallness i is a test of. the 
demand for them—the money income they can derive from ‘them is ` 
greater than is available from most cases where old-fashioned enter- 
-prise and initiative would have had high rewards. So it is clear that ` 
money income is a consideration. By destroying the possibility of 
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achieving satisfactory new income by enterprise and initiative, we are _ 
destroying those valuable elements in our American hefitage. ~ | 
The ability to make money is an essential element in business success 
for other reasons than the personal aggrandizement of the management 
or the stockholders. The business which does not make money is a 
socially sick business, It is unable to furnish proper income or reason- 
able security of employment to its employees. It is unable to offer a 
reasonable prospect of expansion’ to meet the needs of a growing coun- 
try and a rising standard of living. Financial failure is a social liability; 
financial success can be and usually is a social asset. 
- Since the appetite for money is now so limited in its satisfactions, 
what is it that continues to drive the businessman? May it not be a 
desire for power? If a man by good fortune, ability, and experience 
finds himself able to control the lives and destinies of more and more 
men both singly and in business organizations, may not that account 
for the devotion to business of men for whom it has not become im- 
possible to acquire incomes equal to those of the older generations? 
Certainly a liking for power and a satisfaction in its exercise is a human 
trait which has been recognized since the beginning of history and is 
surmised from the remains of ancient races that have come down from 
the times before history was written. I am sure we will have to credit this 
desire for power as one of the continuing drives which determine the 
business decisions of the capable and experienced executive. , 
There is,-however, a first-degree sublimation of this desire for power 
which has more humane aspects and connotations. This is the desire 
which every man of ability has for an arena in which he can exercise 
his ability and experience to their utmost limit. There is nothing more 
discouraging to a man than to feel he has unused powers. This discour- 
agement comes equally to the man who only imagines his capacities and 
to the man who knows them. One of the most dangerous elements in 
an organization or in society as a whole is that of the man or group of - 


' men who imagine themselves to be possessed of abilities which they 


are not gifted with. When by chance or misapprehension such a one 
rises. high in the hierarchy of a business organization, the result is 
disastrous. The opposite is true when the man of ability seeks a suitable 
field for its exercise. Such a man is worth much, not merely to himself, 
but to those associated with him and to others below whose destinies . 
_ he determines. - - 

Such a man should have an honest and laudable pride in his business 
performance. That pridé is the more laudable if it attaches to the per- 
formance of a useful social function. Such men and such businesses are 
rightly entitled to a part of ne Rodea value of the services which 
‘they Ha 3 
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We have then considered conspicuous waste, an appetite for money 


income, a desire for power or for the exercise of talents, and pride in . 


social performance as being among the motives which dřive business- 


~- men towards the business decisions which they make. Most of these - 


are present i in some degree in the background of every business decision, 
though in these days. conspicuous waste is the least obvious of any 
of them. Let us now continue with some of the. detailed considerations 
- which animate the businessman at a level below that of primary moti- 
‘vation. Some of these’ considerations relate to. customer relationships 
and some to relations with suppliers and with competitors. 

There has. beén in this country a steady growth of consideration for 
the interests of the. customer, which fits in with consideration of ethics 
‘but which has been based on sound business considerations neverthe- 
less. Perhaps the first important exhibit of this consideration for the 
customer took place many years ago when John Wanamaker started 


` the practice of marking the price clearly on all the goods in his store. 


This did away with dickering between customer and salesman, with 
“the thought still sticking in the mind of the salesman that perhaps he 
might have gotten more and with the customer that perhaps he might 
have paid less. Customer satisfaction soon showed in a preference for 
‘dealing at: Wanamakers, and this preference animated a general move- 
ment ‘towards plain and definite pricing which in our day has become 
legally recognized in such laws as the Robinson-Patman Act. Customer 
- protection ‘has become good business and good law.” ~ 

‘Business decisions reach further than this into what at first eons 


_ might seem to be purely ethical motives. For instancé, as compared with. 


the early days of the Standard Oil Company, many a dominant firmina - 


large industry now hesitates to drive a competitor to- the wall even in 


the perfectly legal ways of contenting itself with lower prices and lower 


profits. More than one great business organization “holds an umbrella” 
over less efficient producers and distributors. This is done, at its lowest 
_ estimation, through fear of government prosecution under the antitrust 
laws. On a higher level of motive, it is done with the conviction that 
` healthy competition is good for any business—a sentiment akin to Josh 
Billings’ dictum that a certain amount of fleas is good for a dog. 


In these respects the atmosphere of American business differs so 


fundamentally from that of Great Britain and Western Europe that 
_businessmen of the two continents scarcely speak the same language 
“when they are discussing the subject of compètition. 

There is still a third relationship in which good business judgment 
takes on the aspect of ethical conduct. Besides relations with customers 
and competitors, theré are certain relations with suppliers which should 
be mentioned. It is not so many years ago that those who supplied cer- 
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tain of our great corporations used to reckon that if they were success- __ 


ful in obtaining a large order, the chances were that they had miscalcu- 
lated the costs of production and were therefore headed towards heavy 
` losses and perhaps’ banruptcy. This was particularly true of one of the 


great automobile companies of a past generation. Wiser and more ` 


long-sighted business practices are leading-towards a different point 


of view. In some lines of production each ‘great corporation is sur- 


rounded by a multitude of suppliers serving both customers and com- 
petitors as well. It is more and more generally considered that for the 


long run a successful supplier offering high quality goods at a reason- 


able price should be permitted to survive. It is best not to destroy Him. 
This sounds sensible enough as we say it, but yet it is a fact that only 
in comparatively recent years has this point er view “become oes 
in the making of business decisions. — 


Earlier reference was made to a sort of succession in the possible 


‘motives which guide executive decisions. Beginning with conspicuous 
‘waste, appetite for-money,.desire for power and for.a chance to exercise 
abilities, and finally in.pride in performance of useful social functions, 


we see a steadily rising level of what appears to be a purely ethical © 


content. There certainly is an ethical content; but I would like to sug- 


gest the idea that this is a series in which sound business wisdom and. 


judgment increase also. — 
This leads to the. final consideration which I wish to offer, which is 
‘that long-range self-interest and valid ethical impulse are not SY 
_. competitive. They are more ettied identical. 
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ECONOMIC PRACTICE 


DECISION MAKING AT ‘THE TOP EXECUTIVE LEVEL 


By Henry 5. DENNISON © 
Dennison Manufacturing Company 


In order that we may have a common point of departure, I shall _ 
first give a brief outline of the nature of the Dennison business. For, — 


of course, the nature of the business—its products, its markets, its men 
and women, and its traditions—vitally affects most decisions made by 
its top executives. 


Our business made its earl in Brunswick, Maine, ‘in 1844. In that. 


year, Colonel Andrew Dennison, a hand shoemaker, hard pressed by 


the new machine-made shoe industry, turned his skill to making paper © 


boxes for his oldest son, a jeweler and watchmaker in Boston. To the 


jewelry box as- stock in trade, a, second son, Eliphalet, added, from ~ 


time to time, in the Yankee tradition, tags, labels, and tissue paper 


‘together with a host of notions. From these items—a compound of. . 


_ necessities and specialties—have evolved our six product lines: paper 
_ boxes; tags and labels; gummed paper; crepe paper; holiday gift 
dressings; and automatic marking machines. These ‘six product lines 
fall into two classes: items for resale, handled by wholesalers and re- 
tailers; and items for direct use by the industrial purchaser. 


Our principal manufacturing plant is at Framingham, Massachu- 


setts, while box manufacture is carried on at nearby Marlboro. Branch 
plants are operated at Drummondville, Canada, London, England, and 
Chicago, Ilinois.. Marketing operations for the United States are car- 
ried on through five sales areas. Four retail stores—two in New York 
and one' each in Chicago and Boston—serve as market testing outlets 
and as essential aids to our publicity work. One subsidiary carries on 
our business in Canada while a second covers other foreign markets, 
- except Great Britain and certain areas of the British Commonwealth, 
. where a-controlled subsidiary operates. - 

Our incoming orders for this year will approximate $32, 000, 000. The 


number of employees in the United States is 3, 700, and the total for - 


all companies 4,200: 


The business has a net capital of some $14, 000, 000. This investment ` 
has devéloped entirely from reinvested earnings. We have three classes-. 


of securities: a debenture stock; which has reserved voting powers 
which enable its holders to take over the business under certain condi- 
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tions; an “A” common stock which has reserved voting powers only; 
and a voting common stock which is owned only by about two hundred 
of the active managers of the Company and which has all ordinary 
voting powers including the annual election of directors. The idea that 
control of the- Company should be in the hands of its active manage- 
ment group is as old as the business itself. 

From a structural standpoint the Company operates through four ~ 
main divisions: manufacturing, marketing, financial, and research. 
Together with the president, the heads of the four divisions and three 
‘of their principal assistants constitute the board of directors. These 
eight men acting as operating heads and as the board of directors make 
all: basic decisions on the policies of the Company. 

From our struggles in the market place during the past hundred and 
six years, certain time-tested patterns for the guidance of decision have 
evolved. First and foremost we direct our course towards the goal of 
a sustained growth which shall keep pace with that of the nation. In 
other words, our every decision must square with the thought that we 
are in business, not for the short pull, but for the long pull. We have 
` æ tradition of sound workmanship in our product which stems directly 
from the shoemaker’s bench. And from the same source we have the 
concept that employees are human beings, not cogs in a machine. Since 
1911 we have had the specific provision that our managerial group 
beginning with foremen and senior salesmen shall elect the directors 
and shall thus participate in holding the Company on its course. Long- 
established ‘relations with thousands of wholesalers and dealers upon 
whom we must depend to market. our resale: merchandise and our 
direct contacts with thousands of industrial consumers compel a careful 
‘regard for the interests of the buyer. Evolution constantly going on in 
the fields of ‘our. raw materials—papers, adhesives, plastics, solvents, 
metals—dictates likewise a co-operative attitude towards suppliers. As 
our debenture stock and “A” common stock are very largely in the 
hands of the investing public, we must respect its interest also i in shap- 
ing financial policy. 

In sum, the central concept of sustained growth and such ideals as 
dependable merchandise, man-to-man relations with our employees, 
election of directors by the managerial group, mutual interests with 
customers and suppliers, and fair. return to investors have come to 
form the pattern or frame of reference within which decisions are made. 

As for actual decision making, we hold it to be self-evident that pru- 
dent decisions for a long-established, steady running business will be 
in the main the result of foresighted planning and not of the hasty 
judgment taken on impulse. Of course, no amount of planning can ~ 
anticipate the need for quick decision when required -by disaster, in- 
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ternational incident, or invention. But even in such emergencies our 
decision makers must have at hand a full kit of standard tools which 
may be neni. by such as may be required by time and circum- 
stance. - 
_. Before we turn to: concrete examples of decision making, I should. 
like to speak briefly of the background of the men actually poore 
for top-level decisions; that is, our board of directors. As I have said, 
control of the business has always rested with its managers. Directors, 
. with a.single exception, have been elected to the board only after 
_ an extended period of service which has enabled them to demonstrate 
imagination and judgment and to become: fully acquainted with the 
' Company’s traditional or, one might almost say, constitutional policies. 
Actual length of service of present board members with the Company 
runs from seven to my fifty-one years, with an everese' of twenty-nine 
years. 
_ I hardly need to tell you that as decision makers we are re constantly 
provided with up-to-the-minute data concerning sales, costs, earnings, 
and cash position; and that we have available the specialized services 
of our own staff assistants as well as those of the Research Division. 
Insofar as possible, Dennison information is supplemented by data 
bearing upon the course of business i in general and upon the activities 
of competitors in particular.. 

But our directors cán go beyond personal experience and current 
data in forming a decision. We look upon the Dennison Manufacturing 
Company as an organism which will long outlive the individual. In 1920 
we therefore undertook the preparation of an intimate history of our 
many -business experiences. Over the past thirty years the evolution of `' 
“our manufacturing, merchandising, selling, publicity, research, finan- 
cial, and personnel policies has been traced. Factors which have con- 
tributed to the success or to the failure of individual policies have been 
_ made a matter of definite and critical record. It is not an overstate- 
ment to say that our history serves as our elder statesman: 

Yet a board of directors like ours faces the’ constant danger of be- 
coming parochial in viewpoint if it relies too much upon what we 


might call homemade tools of decision. As a general measure of pre- - 


caution we see to it that our top executives have extensive and varied 
associations outside the business; and on specific problems’ where 
expert knowledge or counsel is required we call upon the services of. 
engineering and financial organizations qualified to audit or to- guide 
our own thinking. And there is still another antidote to parochial 
thinking, not exactly of our own choosing; namely, the spirit and oe 
of our competitors in every field. 

‘ Every problem for decision, 1, regardless of its origin, has its necessary 
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ane factor; that. is, either decision must be immediate or it may be - 
postponed for a short or a long interval. As I have already pointed out, 
it is our purpose to avoid the need for great speed in decision making by 
advance planning. But in a dynamic economy there will always be 
some emergencies which will demand less well-prepared handling’ — - 
To illustrate the process of decision making, I shall describe four — 
problems. In the first of these the erhergency factor was dominant. 
As I have said we have retail stores in New York,-in Boston, and 
in Chicago. The primary purpose of these stores is not to serve as 
outlets for Dennison merchandise but as points of contact -with the 
public. Through these stores we obtain firsthand reactions to our 
merchandise. Since we realize that it is quite possible to get equally 
valuable reactions through our dealers, it has been our policy for many 
years not to expand our own retail operations. But in a specialty busi- 
ness a.policy is a guide, not a shackle. | 
In mid-August, 1948, the manager of our New York regional sales 
force called upon the renital agent of Rockefeller Center in quest of - 
space. The rental agent had no office space available; but he did offer 
a store location which would afford us an exceptional opportunity to 
display our merchandise. The regional manager immediately advised 
our New York store manager. Within a week the latter was-in Fra- 
mingham to urge rental before the space was “snapped up.” The di- 
rectors, in view of our policy against expansion of retailing, were 
skeptical; but nonetheless appointed a committee to view the location 
and report. The committee ‘and, through it, the directors quickly be- _ 
‘came “converts” to the unique possibilities of the location in Rocke- ' 
feller Center——the hub of New York and of the traveling public. 
‘And, in a real sense, the new store would be but a branch of our al- © 
ready established New York store. On September 8, scarcely three 
weeks after the chance was suddenly offered, the directors approved 
‘the signing of the lease. 
‘My second illustration of decision making concerns a Peona 


7 -problem which suddenly became “hot.” -~ 


- Previous to 1931, our salesmen were paid on a straight salary basis. 
Individual gains . in sales and growth in personal effectiveness were 
recognized by increases in’salary. Further, from 1911, principal sales- 
_ men of five years’ service became “managerial partners” and as such 
shared in profits which were distributed each year through 1929. 

From time to time, the directors compared the merits of salary. 
payment with those of commission and other plans offering perhaps 
greater immediate incentive to increasing sales. On each occasion it . 
was concluded that salary was the method best suited to the Dennison 
business with its diversity of lines and-of sales outlets. 
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Among the principal reasons weighting the directors’ judgment were 


‘that salary avoided the evils of overselling and of high-spot selling; 
that salary facilitated the directing of salesmen’s efforts into promo- ’ 
-tional and service channels where immediate sales returns were not 
the primary goal; and, perhaps most important, that salary developed 


a strong sense-of loyalty to the Company and its policies. ` 

After more than a decade of a seemingly endless sellers’ market, it 
is now difficult for us to visualize, or even to recall, the grim days of 
mid-1931 when the sales curve, having already pierced the level of our 
most pessimistic estimates, continued its relentless downward course. 


Casting about for measures to stem the grinding loss in sales, the di- 
rectors then once more reviewed the possibilities of incentive payment. 


for salesmen. We quickly agreed that the validity of arguments against 
incentive payment in normal times had lost much: of their weight. For 
example, the danger of overselling,was as dead as the Great Bull 
Market. But then, having agreed as to the desirability of a special 
incentive to sales effort, we had to decide upon the kind of incentive 
to be used; that is: Should straight commission on sales volume be 
used? Should there be a combination of salary with a bonus figured on 
sales above a given base? Should there be a combination of salary with 
a bonus paid for cetrain specific kinds of sales? 

Recognizing that the straight commission method of payment often 
left a man unrewarded for a maximum effort and not having time to 
develop a carefully wrought plan, we decided that as a temporary 
measure, for the last six months of 1931, salary would be combined 
with a bonus paid for exceeding immediate past performance. 

Because of conditions beyond the powers of any sales plan, the 
particular plan :chosen did not produce the desired gain in sales. Con- 


sequently, for the first nine months of 1932, we returned to straight 


salary. Sales management, however, was still, convinced that the times 


- required special incentives. Accordingly, in the autumn of 1932 the 


directors agreed to try out a modified plan of payment combining 
salary with a bonus for special accomplishment. And although the plan 
developed shortcomings and was in consequence revised: from time to 
time to increase its effectiveness, we continued to use incentive pay- 
ment for salesmen. 

‘Following the war; we expanded our sales force by some 50 per cent. 


This rapid expansion and the uncertainties of the postwar boom liter- — 


ally raised hob with the factors upon which bonus payments were 
based. Frequent adjustments in individual sales territories were neces- 
sary; and there were important shifts in the volume of demand among 
our lines. Then, too, there was the developing desire among the sales- 
men for security of income. By the autumn of 1948 the administration 
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of the incentive method of pay had become so complex that the. di- 


rectors decided to cut the Gordian knot and return to straight salary — 
payment as of January 1, 1949. Under prevailing conditions straight — 
salary payment gives us a flexibility of control which offsets the ad- 


vantages of incentive payment. . 

The issue, however, is by no means dosd: and as condoni change 
we may again find it desirable to go back to some form okii incentive pay- 
ment. 

I shall turn now to the type of problem for decision in which the 
factors have been building up for a more or less extended period and 
upon which decision may be postponed perhaps indefinitely. 

A recapitalization plan effected in 1939 not only simplified our 
capital structure but also reduced in some measure our fixed dividend 
charges which had proved too heavy during the depression. As these 
charges were still considered high when measured against well-accepted 
financial standards, the directors were agreed that at the first favor- 
able opportunity we should take further steps to reduce them. In thé 


autumn of 1940 such a favorable opportunity seemed at hand. The . 


pace of business was-accelerating. Money rates were low. Our deben- 
ture and prior preferred stocks not only were selling at low prices which 
seemed to overdiscount risk factors but their markets also were very 
inactive. . 

Over .a number of months members of our financial staff maad 
alternative plans for action, ranging from exchanges of securities -to 


offers for outright purchase. In developing these plans, professional 


investment counselors were consulted; and banks and insurance com- 


panies were approached as possible sources of funds. In coming to deci- . 


sion -the directors had to anticipate the reaction of stockholders and 
to project the effects upon the Company’s financial requirements. We 


had to put to ourselves such specific questions as: Would the debenture . 
stockholder exchange his 8 per cent debenture stock for an easily 


marketable bond carrying a lower return? Would he prefer to sell his 
stock to the Company? Would he just sit tight? Would it be practical, 


or even desirable, to make an offer to the prior preferred stockholder 


who had just received new securities under the 1939 Recapitalization 
Plan? In light of market conditions, would it be wise for the Company 


- to issue bonds or notes in spite of- their limitations on financial exi- 


bility? 
In June, 1941, the directors at length decided to approve a plan 


- under which tenders of debenture and prior preferred stocks would: be 


invited up to $1;000,000—this sum to be made available by an insur- 


ance company as a fifteen-year loan. When actual tenders called for an` 


expenditure of but $725,000, the. directors promptly decided not to 


—~ 
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- short-term. borrowings, In June; 1942, with conditions still favorable _ . 
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borrow the $1,000, 000; but to make payment out of cash on tana and 


for preferred stock ‘purchase, the directors again decided to invite tend- 


-érs, this time in the amount of $400,000 to be provided out of cash on | 


A 


hand. On this occasion our stock purchases approximated $300, 000. 
As.a result of these two decisions to take advantage of favorable con- . 


ditions in.the money market, our fixed dividend charges were brought. 


well within the limits of normally available earnings. Later; in March, 


- "1946, the entiré remaining prior preferred issue was called. 


“My final illustration of long-term decision. making is drawn from j 
our, manufacturing experience. Since about 1900 our principal manu- 
facturing activities have been concentrated at Framingham and Marl- | 
boro, Massachusetts. As previously stated, branch plants are operated 
in Canada and in England to meet national conditions, while a small 


- tag plant meets service conditions in the Chicago area. As we operate . 


on a nation-wide basis and as our made-to-order goods, which com- 


` prise roughly half our sales, have a delivery factor in their salability, 


there has been, particularly since the development of the buyers’. 


- market in the twenties, pressure of varying intensity for the establish- 


ment of a plant in the Midwest. The Chicago plant, established in | 
1928, ‘was designed to measure the degree of actual need. During the 


depression of the thirties, this plant proved to be a useful factor in 


service, more perhaps from the psychological effect upon customers 

and salesmen than from the actual shortening of delivery time. a. 
“With the-expansion of business occasioned by World War II and its . 

aftermath, the problem of establishing a western plant received a - 


-~ marked impetus. New factors entered the situation, such as the need for 


additional manufacturing space either -at Framingham or elsewhere 
and the entrance of a large manufacturer into the Framingham labor 


market. - 


In November, 1946, the directors decided that the total branch ` 


plant situation should be studied without delay by staff mén who would 


- given to such general factors as location, kind of products to be manu- A +s 


report to a subcommittee of the board. Particular attention would be 


factured, number and type “of personnel needed and effect upon. 
Framingham operations. In April; 1947, on the basis of data prepared, 


the directors decided to proceed imrnediately with the selection of an 


actual site in the Midwest with the idea that construction would not 


be undertaken for- a year at least. In selecting the actual’site, the sub- 


- committee of directors had to weigh such specific factors as the nature 


of the local labor market, transportation facilities, utility and social 
services, and taxes, In October, 1948, the board decided that negotia- 
tions should be undertaken for the purchase of a site in Champaign- ~ 
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Urbana, Illinois. By October, 1949, the site had been purchased and 
long-range plans for construction were under way. At the outbreak of 
the Korean. War the decision to go ahead with construction was 
imminent. Developments arising from ‘that war, however, immediately 
introduced a new set of factors into our thinking: If the plant were 
begun, could it be finished? If-the plant could be finished, would it 
be wise, with costs of operation mounting rapidly, to draw upon our 
funds for construction as contemplated; or would it be wise to under- 
take long-term borrowing? Again, and perhaps most important, if the 
plant were finished and equipped, could we secure the proper kind of 
personnel in a generally tight labor market? And it is clear that if we 
started operations with a makeshift crew, personnel problems would 
-` develop which might take years to iron out. 

With conditions as they are today the directors are agreed that con- 


struction of the Midwestern plant must be postponed until visibility . 


definitely improves. 

In the foregoing paragraphs I have ma to illustrate how our 
‘top executives by.combining principles drawn from history, personal 
experience, and facts strive to reach decisions which will leave a 
minimum margin to chance..In conclusion, I should like to dwell 
briefly upon a phase of decision making which I have already touched 


upon; namely, acceptability. In making any decision, the decision , 


makers must always anticipate its acceptance by individuals, be they 
employees, customers, suppliers, or the public: It is our belief that the 
more closely a decision derives from the facts of the situation the 
more readily it can be accepted. While, as must happen, time may 
prove a decision faulty, the propriety of that decision as based on fact 
and not on predilection will guarantee it against violence to internal or 
external good will. 
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ECONOMIC THEORY AND QUANTITATIVE RESEARCH: 
A BROAD INTERPRETATION OF THE MITCHELL POSITION 


By RUTLEDGE VINING. = 
University of Virginia 


This discussion is.to be in three parts. The first has to do with the 
essential purpose that seems to have given rise to the development of 


classical and neoclassical equilibrium price and production theory. The ` 
thesis that is presented in this part is that this theory has developed 


in the striving for a formulation of the attributes and behavior charac- 
teristics of a “good” or desirable system of economic organization. 


Viewed in this way, equilibrium theory has not as its primary purpose - 


- the description of actual economic behavior or development. It has 
principal reference to a formulation of criteria rather than to objective 
description and prediction, and yet the sense in which it is normative 
is to be critically qualified. The second part has to do with the ele- 
_Mentary questions of fact regarding the actual performance of an 
economic system that are involved in social discussion, Criticism of 
the performance of an economic system implies criteria or standards, 
but it also involves factual statements in specifying the defects or 
virtues of the actual performance. The third part raises questions 
regarding the study of the behavior or operating characteristics of the 
actual economic system that are apart from any immediate and specific 
topic of social discussion—the search for any permanencies and uni- 


formities in the structure and functioning of an economic system that 


may be brought to the level of consciousness as setting the conditions 
under which solutions of social problems are to be sought. ` 

What I have to say under the heading of the first part is not from 
the writings of Mitchell, although, of course, it is not original with me. 
I have no reason to think, however, that Mitchell would not have 
accepted this interpretation of equilibrium theory as having only 
limited usefulness as a theory of the actual performance of an existing 
economic organization, but as being implicit in critical judgments of 
how well a system is functioning. I feel that this first part is appropri- 
ately included in the present discussion.as providing a go-between for 
what I take to be the position of Mitchell, as a specialist in quantitative 
economics, and what I take to be the position of other men, as spe- 
cialists in neoclassical economic theory, for whose insights and intel- 
lectual leadership I have the same high regard as I hold for those of 
Mitchell. Reading statements that have been made by such con- 
tributors to these respective fields, one may get the impression that 


-A ” 
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public discussion of any economic problem—say, the farm problem— 


illustrates this. In specifying the aspects of ‘the functioning of the ` 


actual economic system that are looked upon as defects, references are 

made, either explicitly or implicitly, to the structural and performance 
' characteristics of some abstract model that defines the sense in which 
the actual performance. is judged to be defective. In reviewing the 


| various features of a particular reform measure, statements are framed 


in terms of how the reform measure may be supposed to render the 
actual workings of the system more in conformance with how it should 
work. It is in the discussion of the properties and characteristics of the 
. working of an economic system that may be thought of as “working 


well” that neoclassical equilibrium price and cael theory plays its 


peculiar role. 
Social discussion seeks solitons to economic problems. A problem, 
in this context,'consists of a conflict of interests among people who are 


free to agree or not regarding the terms of joint action. In the resolution 


of such problems, economic democracy presupposes the existence of 
true discussion as contrasted with debate and special-interest maneu- 
vering. When men confront one another with incompatible beliefs and 
viewpoints, no meeting of ‘minds is reached through a reiteration of 
beliefs and viewpoints. An open explanation of the basis upon which 
beliefs and viewpoints rest is required. Equilibrium price theory plays 
an essential role in social discussion . seeking solutions to economic 
conflicts; but no solution is yielded by it, and it is not normative in the 
sense of providing within itself the solution. A solution is reached when 
.the conflict is resolved, and this equilibrium theory is only an instru- 


ment used in the clarification of the issues as conceived in the minds _ 


of the contending parties. 

The particular concepts of solution and of problem have quite special 
~ meanings in social science strictly considered., In seeking for a solution 
to. an economic problem-a certain kind of truth is sought. But it is a 
subtle kind and distinctly different from the truth sought in the natural 


sciences. It is subjective and its essence is moral rather than objective, 


positive, and empirically testable. 

At a primitive level we have perhaps all annona or taken part in 
the process of arriving at a solution and discovering a truth in the sense 
that these are ùsed in the present formulation. All of us haye seen some 
game among cbildren deteriorate and temporarily break up as a result 
of a difference in. the interpretation of rules or as a result of a de- 
veloping feeling on the ‘part of some that the present rules are not 


“geod” ones. At best, the process by which such a conflict is resolved _ 
is an instance.of social discussion. If one of us should go out to help . 
in the solving of the problem, we would avoid any suspicion of coercion. . 


as 
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Authority would not work in keeping the game alive. Persuasion would 
- be suspect from the beginning, and if the spirit of debate develops and 
maintains its sway the prospect for the continuation of the game is 
badly impaired. Discussion, as sharply contrasted with debate, would 


-be the process to get under way: a proposal by one side and an. 


“objective” review by both sides.of its merits and its shortcomings; a 
counterproposal and another review. If. something is asserted that 
seems not to be true, an agreement upon its truth or falsity is estab- 
lished. Gradually, there would take form an agreeable conception of 
the attributes of a good game, and when this is conceived there is a 
_ general feeling that the truth is about to be discovered. When finally 
the workably correct proposal is made, all parties are aware of a dis= 
covery of a truth, and it is known subjectively as a feeling.of an 
amicable meeting of independent minds. 

Ideal social discussion of mightier issues is no different in essence. 
The truth is known only subjectively within the minds making up the 
group, andit represents the-difference between consensus and brooding 
conflict. To see the role that equilibrium economic theory may play, 
one may study, for example, the Congressional hearings on some 
controversial piece of legislation. The mere underlining of the con- 


cepts, terms, alleged relations, and the like that obviously are inade- _ 


quately defined or that apparently involve logical or moral incompati- 


- bilities indicates the ‘work of the economist in this role. To make < 


explicit the basis for the apparent consensus that “something must be 
` done for farmers” and to help men review in their minds and to make 
explicit the reasons they might think that Mr. Brannan’s proposal is 


or is not a good way. of altering the rules calls for a priori analysis; _ 


and if a neoclassical price theory did not already exist, something much 


like it would be generated in the process. Clarifying concepts and rela- 


= tions introduces new points to be discussed, and gradually there 
emerges, apart from any particular theoretical model, a formulation 
. of the attributes and performance characteristics of a properly func- 


tioning economy. When this is achieved, the trail of the truth has - 


been hit, and then comes the discussion of what might be taken to 
resolve the conflict among the parties to joint action. When consensus is 
reached, the truth, at the immediate level, has been discovered, and the 
process by which it is discovered is social discussion. 

The failure to appreciate this subjective and moral character of 
truth in the social studies is, in the view presented here, a very trouble- 
some stumbling block for one attempting -to understand the meaning 
of economic theory. Truth as an end in itself is. a value associated 


with the Enlightenment, and we have been taught the precepts of - 


_ science as a moral code. But the distinction is generally or frequently 


q 
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neglected between the spirit and the method of science. This is a com- 
ment of one of our present members, and.he goes on to observe that 
“the spirit of discussion is the essence of the scientific spirit, but the ` 
antithesis of the scientific method... . As a plain matter of fact, we 
do not discuss problems with natural objects, and we do, or may, with 
human beings. .... Discussion is a co-operative quest of an impersonally 
‘objectively’ right (or best) solution of an impersonal problem. It 
_cannot be an attempt to ‘sell’.a solution already reached, or it is not 
discussion. .. . The utilitarian-pragmatic philosophy involves the fatal 
confusion of carrying the scientific method, rather than the spirit, into 
‘social relations.’” 


g If 


From the above point of view, economic theory of the traditional 
type-has not as‘its principal objective the description or prediction of 
actual economic behavior.” But clearly,-a description of the actual 
performance of the economic system is implicit in any discussion of the 
existence of defects in and of the ways and means of improving this 
actual performance. The formulation of the various aspects of good or 
ideal performance and the reliable description of the nature of the 
actual behavior deemed defective are preliminaries to a prescription for 
the cure of the defective performance. 

An enterprise economy, the pricing process of which is described by 
the theory of value, has certain alleged hypothetical virtues—quantita- 
tive in nature and apart from the principal virtue of providing for the 
maintenance of mutuality in individual relations. There are also sup- 
posed to be certain major defects in the performance of such an, 
economy. To the extent that there has functioned over a period of time ` 
an economic organization approximating an economy of this type,- 
certain of the assertions of these virtues and defects may be amed 
as hypotheses and empirically tested. 

As illustrations we may list a few statements“of what have ke at 
one time or another presented as good and as bad performance char- 
acteristics of the actual economic system. On the one hand, claims have 
been, made that: (1) adjustment mechanisms inherent in the system 

* Ibid., pp. xxiii-xxiv. 

* Cf. Professor Knight’s comment: “A ‘science’ of human behavior, to be relevant or prac- 
tically significant, must, describe idea} and not actual behavior, if it is addressed to free 
human beings expected to change their own behavior voluntarily as a result of the knowl- 
edge imparted. . There is a sense in which a science of ideal behavior is incidentally 
‘explanatory’ (to the extent that actual behavior is motivated by a desire to appropriate 
the ‘ideal’). The, fact that description of ideal behavior in part explains actual ‘behavior 
operates as a source of confusion; the notion that economics is a science explanatory of 


oS behavior is the' most important single confusion in the methodology of the science.” 
H. Knight, “Economic Theory and Nationalism,” in The Ethics of Competition 


(api) p. 279. 
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make for relatively great efficiency in fhe use of resources sia the 
economy; (2) progress in the form of a rising standard of living is 


relatively rapid; (3) from generation to generation there is relatively | 


easy passage for families and individuals between income or social 
classes. 

On the other hand, allegations have been made to the effect ‘hat 
(1) there is a cumulative tendency. inherent in such an economic 
organization toward monopoly and overpowering aggregations of eco- 
nomic control; (2) there is a cumulative tendency toward greater in- 


equality in the distribution of wealth and income; (3) there is a . 
secular tendency toward developing underemployment of resources; 


(4) there is a tendency toward a succession of booms and depressions 
accentuating personal insecurity: (5) these booms and depressions 
have a tendency to grow more and more severe, and in this sense there 
- ig a secular tendency toward greater instability in prices and pro- 
duction. 

Each of these- statements asserts something about an observable 
quantity, the measùre of which is not specified. None of them are 
direct inferences from the postulates of équilibrium economic theory. 
They represent what some people think they see or think they ought 
to see in the actual adjustment processes and development of a par- 
ticular form of economic.organization. It seems safe to say that there 
does not exist a positive theory of economic development—in the sense 
of a theory in an analytical natural science—accounting for growth 
and evolutionary phenomena of this sort. Speculation, rationalization, 
-and illustrative arithmetic examples frequently accompany the asser- 
tions of the fact. But it is the fact itself that is not generally admitted, 
and the lack of consensus in this regard bars the way to the solution 
of particular problems of economic conflict. ` 

The statements are quantitative statements, but a knowledge of 
methods of estimation and of tests of hypotheses i is not sufficient for the 
resolution of contradictory beliefs. The meeting of minds on the truth 
or falsity of any such statement involves social discussion and prior 
consensus on just what the facts must show in order that the statement 
be generally accepted as true or false. It is not infrequent that partici- 
pants in an economic discussion dealing apparently with observable 
quantities find themselves using “much the same undisputed facts to 
support opposite contentions.’* It is no mystery, of course, how persons 
of unquestioned sincerity may reach opposite conclusions from the 
same set of facts. The reaching of conclusions is no simple process, 
and the crude facts require arrangement and orientation in terms of a 
set of ideas and questions that give the facts meaning. An appropriate 


“4 This is a remark made by Professor Stigler in a discussion of the basing-point system.’ 
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way of measuring the quantity must be determined. The defining of 
`. the measure—that is, just what to compute, given the availability of 
_ acceptable data—is not a task for which the specialist in statistics 
` would be particularly helpful, nor is it a problem the solution of which 
may be mechanically ground out by the application of economic theory. 
It is a. problem of reaching.a social consensus and its solution involves 
social discussion. In the above illustrations, the quantities are: eco- 


nomic efficiency, standard of living of a population, degree of mobility - 


_ of families between income or social classes, degree of equality of 
income distribution, degree of competitiveness of an economic system, 
level of unemployment, the quantities pertaining to the business cycle, 
-and degree of economic stability. These are not simple concepts, and 
one who is familiar with the controversies that prevail with respect 
- to defining a measure for this quantity realizes the involved complexity — 
of even the elementary-seeming notion of unemployment. Anyone 
present could easily think of numerous ways of defining a measure of 
any one of the above quantities that would be plausible in one context 
_or another. When applied to a given set of data, these alternative ways 
of measuring something designated by the same term may give what 
appear to be incompatible results. Agreement must be reached upon a 
particular measure, which must be defined so as to have certain proper- 
_ ties satisfying the requirements of the social discussion of the economic- 
problem." 

It is clear that equilibrium theory i is useful, and perhaps essential, 
in the procedure leading to agreement with respect to a definition of a 
measure—useful, in a manner in essence the same as that discussed 
above, as an instrument helping men to seek within their independent 
minds for what they will accept as a test for the truth or falsity of a 
- particular quantitative statement. It is equally clear that such a use is 
far indeed from the. ordinary conception of theory as a basis for 
empirical research. Once the measure has been agreed upon, then the’ 
question becomes a problem of estimation and of testing hypotheses. 


The methods of natural science strictly apply at this stage, and ` 


competence in working with the data and in statistical theory i is called 
for. 
The cumulation of factual data pertaining to the supposed per- 


* There are many elementary instances ia illustrate this point. For NEE it would 
. seem relatively easy to define an. acceptable criterion by which the “fairness” of a game 
_ may be judged or measured. But in the history of probability theory, the theory of a 
fair game has involved some bit of confusion and- controversy; and agreement could be / 
reached that a particular game is fair that would be classed as unfair in accordance with 
the most obvious analytical definition of fairness. This, in fact, is the case in the im- 
portant application of the theory -in considering the fairness of insurance premiums. For. 
comment and references, see William Fellner, An Introduction to Probability Theory and 

Its Applications (John Wiley and Sons, 1950), pp. 196-200. 
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formance of the economic system is one side of Mitchell’s work. In 
speaking of the motives underlying Mitchell’s role in the formation of 
the National Bureau, Professor Burns remarked: 


Most important of- all, here was an experiment in democratic action, men of many 


shades of political opinion joining in the undramatic enterprise of reviewing the factual 
findings of a technical staff. If a group so constituted as the National Bureau’s Board 
of Directors could work harmoniously and: accept staff investigations of a controversial 
question such as the proportion of the national income paid out in wages or accruing as 
profits, might not reason triumph over passion in an ever widening circle of men? 


In this aspect of Mitchell’s work, his part was twofold: that of a — 


social scientist in the part he played in the social discussion of how 
quantities should be measured in order to be relevant in the ‘higher 
social discussion of an economic problem—the truth sought here is a 
moral, subjective truth, and economic theory as,a part of a moral 
science comes to bear; and i in addition to this, his role was that of a 
scientist in the ordinary sense of the term, exploiting a competence for 
estimating a measured quantity that will test the validity of a hy- 
pothesis. Philosophers since ancient times have pointed out that men’s 
passions and anger are excited by expressions of view in problems of 
the first type but not in problems of the second. 


il 


The other aspect of Mitchell’s work dealt with objective and in this 
sense “natural” phenomena. Professor E. B. Wilson has spoken of 
Mitchell as “essentially a naturalist: one who is at great pains to go 
out into the world of concrete and detailed fact to look and see what 


phenomena of a certain sort are really like, to find out in nature some- ' 


thing that is new to knowledge”; and “as the systematic naturalist 
may compare the varieties, species, and genera with which he works,” 
so Mitchell through simple comparisons with masses of statistical ma- 
terials sought to discover likenesses and dissimilarities that might 
cumulate into a depth of understanding.” 

This seems an apt analogy, but it is, in my view, an underestimate 
of the man (I do not imply that Professor Wilson errs in this) to 


emphasize the arithmetic details of the particular methods of measure- 


ment, comparison, -and analysis that Mitchell found occasion to em- 
ploy. To paraphrase and change the context of an earlier quotation, 


it is the spirit characterizing his research rather than the arithmetic _ 


method that is the more important. I use the term spirit lightly here 
and have reference to the essential ideas or vision underlying his 
collecting. and arranging and comparing of quantities. 


‘A. F. Burns, Wesley Mitchell and the National Bureau (1949), p. 32. l 
E. B. Wilson, G Business Cycles,” Quarterly Tournal of Economics, May, 


1950, pp. 311; 317. 
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Mitchell, I think, conceived of himself as studying a living thing. He . 


is known as a measurer of business cycles, and the business cycle is 
spoken of as the “unit” of Mitchell’s study. But I believe that Mitchell 
looked upon the business cycle as only an important apparent behavior 
characteristic of the basic entity that he kept under observation. From 
this point of view, the actual arithmetic procedures adapted for 
measuring various attributes of the business cycle are interesting but 
secondary. As his ideas developed regarding how the thing that he was 
studying was put together and how it functioned, he felt around for 
ways of arranging and comparing new aspects of the data; and pré- 
sumably if he had it all to do again, the details of his methods would 
be different from those that he happened to hit upon. The primary 
idea is not the method of measurement but rather the nature of the 
thing whose behavior is being observed. 

Mitchell, it seems to me, held as the object of his inquiries the struc- 
ture and functioning of what he saw as a vast social organism: the 
integrated economic system. He was, of course, much influenced by 
Veblen; and the idea basic to his work is the conception emphasized 
by Veblen of an economic system as a concatenation or articulation of 
industrial processes into a unified and balanced mechanical system of 
operations. Organization and structure are fundamental elements of the 
idea. An immensely complex division of labor and dovetailing of indi- 
vidually determined activities exist, and a system of concrete flows is 


a feature of the structure consisting of ‘a population configuration of ` 


interdependently acting and reacting units. The ultimate units in 
Mitchell’s work are, of course, the same as the units in neoclassical 
economic theory: the firm on the one hand and the family on the other. 

These preconceived and speculative notions regarding the broad but 
basic features of a modern economic system were hypotheses subject 
to review, revision, and development as empirical investigations pro- 


ceeded. No attempt was made, in the sense of morphology, to directly . 


observe in detail this structure and the linkages between the different 
functioning parts. The empirical tests or confirmations of preconcep- 
tions were indirect. The conception of interconnections and balances 
within the great concert of economic processes implies certain possibili- 
ties in what we might observe when the whole system of individual eco- 
nomic processes is studied. Or if the conception is empirically valid, 
certain types of behavior are excluded as impossible. 
_ While direct and systematic observation of structure and function- 
ing was not attempted, neither were abstract and powerful methods of 
analysis applied in inferring from his preconceptions the implications 
that he selected to consider. Mitchell‘would have perhaps regarded such 
formalization as somewhat superfluous at the present stage of the 


war 
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inquiries. Intuition and common sense would indicate a sufficient num- 
ber of implications and possibilities to be inquired into. -In due time, 
as more is learned of the specific conditions under which the observable 
variation is being generated, there would as a matter of course come to 
be used more sophisticated procedures for deriving the implications of 


specified features of the structure, balance, and flow interconnectedness ` 


inherent in an economic system. 
But Mitchell would have recommended to no one that he avoid, as 


' a matter of principle, the use of formal methods. If they can be dis- : 


covered, such methods may contribute greatly to the realization from 
speculative conceptions more or other implications than common sense 


would suggest. If they are behavior characteristics inherent in the ‘ 


nature of the flow system that we observe, common sense may be an 
unreliable guide to implications or to what might ultimately turn up 
asa satisfactory theoretical explanation. 

This working toward the specification of: the conditions of variation 


- observable in the structure and functioning of an economic system is, 


to me, the important contribution of Mitchell and the research point 
of view that he represented. But, again, building upon. or adding to 
the work of such a man consists not in merely mechanically doing with 


= figures. what he found expedient to do with them and accumulating 
more and more of what he, in his probing and searching, found oc- 


casion to accumulate. To build upon his work is to proceed from his 
point of view, seeing the outlines of the thing that he was observing and 
developing methods of measurement and description and glimpsing 


= vn 


aspects of the phenomena that one might at least imagine Mitchell to: 


have discerned and developed.. 
In the first draft of the present paper, T neluded: an outline of ay 


to me is the Mitchellian conception of the economy as a flow system. - 
It represented my interpretation of the writings of Mitchell and of his | 


principal associates but also of scattered work that has not been as- 
sociated with Mitchell but which I look upon as fitting into his larger 
scheme. This part of the discussion has been dispensed with because of 
space limitations. 

However, this basic conception, defining Mitchell’s research point 
of view, constitutes a beginning of a formulation of a model system 
of interconnected economic flows. The elementary units from which 


the flow components emanate—the families and the firms—are con- 


stantly moving to and fro over space and are constantly dying out and 


- being born. But a fairly high degree of stability is maintained in the 


group configurations and in the general population -aspects of the. 


system. The flows originating within a given concentration (a metro- 


politan community) of firm and family units typically have destinations _ 
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close to the concentration center, these destinations having a charac- 
teristic density pattern. The flows coming into such a concentration 
center are from origination points having similarly a characteristic 
density pattern. The interconnections between widely. separated con- 
- centration centers are to some extent direct but primarily indirect 
through numerous overlappings within the intervening concentration 
centers. By virtue of specializations and direct connections with other 
specialized units, some spatial groupings include disproportionate num- 
bers of elementary units (families and firms) whose flows are less 
subject to easy management or whose flows are’ characterized by a 
systematic downward bias. The conditions.under which other spatial 
‘groupings are developing may imply the reverse, so that in aggregate 
rises and falls of the payments flows of many such groupings, there may 
be in evidence a “normal” eeerepale ebb and- flow of stocks of money. 
funds. 

All of this is a hypothetical conception: subject as ever r to revision 
as empirical inquiries continue. There are, of course, many possibilities 
of combinations of perturbations and change that would lead to cumu- 
lative or periodic developments. But these possibilities: have yet to 


be analytically developed. While economic theory of the neoclassical - 
type. seems to me essential in the discussion of the classes of prob- 
lems presented in the first two parts of this paper, such theory . 


seems not particularly pertinent for dealing with the problems of 
the third part. At least from a common-sense point of view (which, 
to be sure, I considered not entirely trustworthy above), it seems 
somewhat unimaginative to expect much to come from theorizing 
regarding the formal implications of an equation system derived 
ultimately from stable or predictable production functions of econo- 
mizing firms on the one hand a@Mgfrom stable or predictable preference 
functions of economizing indivi¥fals on the other. Over the years for 
which we have observations on the performance of the economic sys- 
tem there have been radical and unpredictable technological and 
institutional changes. Yet there are regularities and uniformities evi- 
dent in the statistics reporting the performance of the system; that is, 
there are behavior properties of an economic system that are appar- 





ently invariant with respect to the unpredictable change in the func- 


tions representing technological conditions of production and psy- 
-= chological conditions of consumption. A theory drawing inferences 
exclusively from numerical properties of behavior and technological 
relations that remain unchanged or that changè in a predetermined 
way. would seem to be peculiarly inappropriate for the analysis of 
performance characteristics that are independent of the parameters 


determining these relations at any point of time. This.is no grounds _ 


aaa 
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for the avoidance, as a matter of principle, of the use of psychologi- 
cal or technological assumptions in the choice of modes of arrang- 
ing and classifying data. But such assumptions are not the unique 
feature of neoclassical equilibrium theory. The principal feature of this 
theory as it was initially developed is the assumption of the existence of 
free individuals each owning certain amounts of resources and at liberty 
to choose as he individually sees fit the modes of use of these resources. 
The theory i in essence is an axiom system, and the propositions inferred 
represent an analysis of the behavior properties of a hypothetical 
system-of such freely choosing individuals organized for joint action. 
The development of the theory has accumulated additional sets of 


propositions inferred from alternative axiom systems in which various - 


types of restrictions upon behavior are included. The use of this theory 
is essentially that of the use of probability theory, not in its bearing 
upon positive variation but in the discussion of the attributes of a 
fair game, the fairness of which is individually felt and not objectively 
observed. There, of course, is a conditional prediction involved in the 
usé of equilibrium theory. But the conditional prediction that makes 
the theory important has to do with the general properties of some 
given system of economic organization, not the Laplacean paths of 
change of a set of variables. 


STRAIGHT THINKING VERSUS INDUCTIVE RESEARCH IN 
THE SOLUTION OF ECONOMIC PROBLEMS 


- By Francis M. Boppy 
University of Minnesota 


Economic problems present themselves differently to different ob- 
servers, for the observers; in turn, express differing judgments con- 
cerning the relative importance of different aspects of the problems 
and exercise selection and specialization among the problems presented. 

To many theorists the central problem is one of understanding and 
explanation of the motives and behavior of men in their economic 
activities and tracing the way in which these work out within the rules 
and bounds of the institutional setting to the solution of the general 
economic problem of producing and distributing the goods and services, 
controlling the use of resources, and deciding what is to be produced. 
Partly because our theories grew out of earlier theories of a market 
- economy and partly because most of our current problems arise within 
a market system, the main emphasis lies in understanding such be- 
havior and its consequences, with the aim of prediction, and perhaps ` 
the further aim of modifying such behavior and results by group action, 

To increase our understanding and to make clear the areas in which 
logic and knowledge have not yet led to understanding, the methods 
of the older and more scientific disciplines have been seized upon. 

Morris R. Cohen (in his article on “Scientific Method” in the 
Encyclopaedia of the Social Sciences) suggests that scientific method 
is “concerned with general laws which establish connections between ` 
diverse facts” or is. “the way of increasing the reliability of beliefs or 
assumptions by eliminating or minimizing as far as possible the errors 
and illusions which obstruct human knowledge. . . . Logical proof 
or demonstration, not only in geometry and arithmetic but in all 
fields of science, reduces possible doubt as to a large number of proposi- 
‘tions to that of a few simple principles. The proof of a proposition 
makes it impossible to deny it without denying the axioms and other 
propositions from which it is deduced. . . . From the nature of 
evidence it is clear that no one fact can prove another fact unless the 
two are connected. by some constant or invariant relation. Scientific 
method is thus an effort to make explicit, and to test, the laws according - 
to- which phenomena are related to each other to form a system” 
(Volume 10, page 390). . 

. The work of developing such a theoretical system of laws of indi- 
vidual economic .behavior and of market results necessitates some 


~~ 
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simple (perhaps heroically simple) assumptions with respect to per- 


sonal and group incentives, freedom of action, knowledge of alterna- 


_ tives, ability to make the economic calculations needed to establish the 
“best” choice, and other elements of the system. Given these elements 


or axioms, the theorist proceeds to deduce the consequences in terms of 
the market equilibrium input and output, price and return, for ‘the 


individuals, business units and larger segments of the economy, and . 


_up to the economy as a whole. 


Whether such constructs enable the eona to. understand and pre- | 


‘ dict real behavior and real market results depends upon the realism 


- of the axioms of his theory and the logical correctness and completeness 


of his deductions. © 


In building a construct aimed at anune the important essentials ` 
_ of economic reality, the theorist is faced with complexities beyond his ` 


present’ ability to handle, and admits a lack of detailed and specific 
knowledge which prevents. him from quantifying much of the general” 
knowledge or impressions of reality that he has. 

If he is a determinist, he is convinced that there is an explanation 
for all- economic behavior and its results; yet he is (or should be) 
suspicious of assuming that hé can determine, the economic motives 
or predict the action of others, or that-he can even take into account 
all the possible effects of changes in the noneconomic determiners of 
action that arise from causes that lie outside his field of knowledge. 

To test the validity of his constructs he may adapt the method of the 


physical scientist, constructing a hypothesis based on his construct and 


setting up an experiment (or waiting for one to happen) to ‘test it. 


Failure of the event to confirm his hypothesis indicates a failure in 
his logic or a failure of his axioms or assumptions to fit reality. Success, 
on the other hand, is not proof, but mere confirming evidence, unless 
he is’ sure that only this construct could explain the result. 


v 


_ Since the logic of his analysis may be tested by others by the ac- .— 


cepted rules of reasoning, the question can usually be reduced to the 
validity of the assumptions. Here, at least, one philosopher, F. S. C. 


Northrup, believes the economist is in a uniquely favorable position - 
. by ‘being able to test his assumptions (axioms) directly without the 


need to appeal to tests of their deduced consequences.* 
The theorist relies upon introspection, observation of others, and 


reports by others based on their introspection and observation to verify . . 


the general validity of his assumptions as to the realism of economic 


- Motivation and the power of Such motivation in determining choices 


and directing economic behavior. He should be suspicious that his 


training and special interests have biased his observation of others and. 
es The Logic of the Sciences and m iieii P 247. 
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his interpretation of their reports, and even may modify or wake 


nontypical his own motivations and behavior; but this is a problem of 


all students of various aspects of human. and social behavior. 

. With respect to the assumptions concerning the market conditions 
and the general institutional framework within which the individuals 
` operate and which, in turn; limits or modifies-their behavior, he must 
rely on observation and reports of those features which general theo- 
retical considerations indicate to be those which are the controlling 
_ factors in establishing the market results: 


Finally he must, when and where he can, look to the actual market 


results as evidence of the validity of his assumptions and analysis 1 in 
explaining those results. - 

Observation, therefore, enters at many r stages, in deriving and testing 
generalizations as to economic motivation, in describing the framework 
within which economic activity. takes place, and in registering the re- 
sults of such behavior. 

Pure deduction from hypothetical assumptions to logical conclusions, 


without observation of reality, may be an interesting and even useful ` 


occupation, but can contain no more realism than is (accidentally) 
contained in the assumptions. Pure observation—pure inductive re- 
search—on the other hand, without direction from deductive ‘theory, 
will only accidentally discover any unifying relationships or ia 
Cohen’s article i is again worth quoting on this point: 


While there are no rules or methods which will produce scientific discoveries or in- l 


ventions, there are certain necessary conditions which must be observed in order not to 
. make the effort at discovery impossible.. Previous knowledge and reflection are such neces- 
sary (though insufficient) conditions. Great scientific achievements are never made by 
those who start with an open mind without any knowledge or anticipation of nature. In 
order to find something we must first look for it. And the process of formulating new 
hypotheses or new experiments to ‘test old hypotheses,-while it requires original insight, 
is necessarily dependent on logical deduction from previous knowledge, Deduction is thus 
a necessary part or instrument of research. 

Confusion on this point has resulted from the Baconian myth of induction according 
to aa the true scientist begins with the observation of the facts without any anticipa- 
tions of nature. 


It is not easy to start with observing the ‘facts, for ‘to deine what are the facts 
is the very object of scientific inquiry. (Page 391.) : 

Where previous observation and tested generalizations and a body 
of deductive theory based on them are in a well-developed stage, in- 
‘ductive research can be given specific purpose and direction; but in 


relatively undeveloped areas inductive research must depend heavily on ` 


intuition or imperfectly formed hypotheses with the danger that the 
“facts” may be wrongly or not usefully selected for study and that 


generalizations from them may be the result of accidental bias in the ` 


selection of facts, or give no basis for the discovery and formulation 
- of hypotheses concerning the relationships between them. ` 


~ 
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Such a point of view is accepted, I believe, by workers who by 


differences in interest or training tend to emphasize either the deductive 


or inductive approach. 
_In economics the deductive approach seems to be relied upon 


greatest in the field of price theory, particularly the field of individual 


relative prices, particular markets, and the like, and its greatest -de- 
velopment has been in the general area of microstatics. Microdynamics 


suffers from the lack of sufficient observational generalizations as to 


the facts of dynamic conditions and forces and the development of 
deductive theory based upon them. 

In the macroeconomic area—the study of the aggregates or averages 
of an economic system—the emphasis seems to be on the inductive 
type of research, for the need for the recording and classification of 
facts, directed by such deductive theory as is available and supple- 
mented by the intuitions of workers with a “feel for the facts,” is great. 
The development of deductive theory in this area must be slow and 
highly tentative bécause of this. . 

The availability of much statistical material in this T area 
has led to much analysis of relationships by means of essentially corre- 
lation methods, the study of statistically stable patterns in the data, 
and some model building, in an attempt to predict future facts or to 
deduce the consequences: of predicted: changes in the data or the 
results of imposed changes. a 

The possibility of building a theoretical EAN which could com- 
pletely specify the characteristics of the system at future dates from 
the specified conditions of the system at a given date seems remote, 
and for a variety of reasons. One obvious one is the essentially variable 
_ and changing character of the “particles” of the system—the modern 
man. Not only is he changing, but observation of particular units to 
see how they are changing may in itself make their changes unlike 
those of individuals not studied. As Boulding has suggested, it is as 
though in biology the cells not only had to be stained to be observed 


but blushed when looked at. Another is the complexity involved in - 


handling the large number of variables that one has strong reasons to 
believe to be necessary to include, even with heroic simplification and 


consequent lack of precision in predicting reality. Moreover, it may 


well turn out that variables neglected or allowed for as “random” may 
- at times have a decisive influence on the results. Finally, as Northrup 
suggests, the building of dynamic models on the style or by the methods 
of the physical sciences may be doomed to failure at the beginning be- 


cause óf the lack of any conservation laws applying to the fundamental ` 


forces of an-economic system—the wants of its members. 
At the present and relatively undeveloped stage of- economics, the 
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application of theory or methods to the solution of real problems can 
by no means guarantee ‘success, -although the simpler (and less im- 
portant?) the problem the greater the likelihood of success. 

Fortunately, even complex problems are nearly. always problems of 
“a little more” or “a little less”; that is, they are not problems of a 
completely new situation, but are problems of changes in the present 
situation. For such problems the marginal method of analysis developed 
in general value theory seems an appropriate and powerful tool. It ap- , 
plies the rule, as expressed by Marshall, that we must go to the margin 
to study the action of those forces which govern the value of the whole. 

It suggests that the impact of change can best be analyzed and 
predicted by looking to the individual points of impact—the house- 
holds, firms, and individuals who make the determining decisions—and 
that the most informative observations are those of the effects at the 
intensive and extensive margins. 

The impact of increased econ changed interest rates, changed 
absolute or relative demand, government spending, or other predicted 
or policy directed changes can best be studied and their effects analyzed 
by detailed observation of individual reactions. Here, of course, de- 
ductive theorizing must be supported by real knowledge of the motives 
and alternatives that control the decisions, and it is here that detailed 
knowledge must replace the general assumptions of armchair theoriz- 
ing. As inaccurate or incomplete information or “random effects” give 
inaccurate prediction at the specific points of impact, the tracing of 
secondary and further effects as they impinge on the margins becomes 
increasingly subject to error. These errors may, however, be reduced 
‘by more and better. knowledge. And deductive theory or, perhaps 
better, “straight thinking” (deductive theory in the hands of an in- 
formed observer) can best define what facts are necessary for the 
solution. 

The usefulness of problem solving -methods must be ultimately 
evaluated by their ability to give correct or workable solutions. Perhaps 
in our present ‘state of knowledge, the analysis of the behavior of 
aggregates, even if their averaging effect must cover up the varied 
impact of forces at the diverse margins involved, can give better guides 
to policy action in some problem situations. The users of methods in 
the solutions of problems are in the best position to answer such ques- 
tions. Many deductive theorists, however, who wish understanding as 
well as prediction will be uneasy concerning the validity of such pre- 
dictions or solutions until such aggregative methods or’ models, or 
inductive analyses, are able to explain the individual impacts of the 
. forces on persons as decision makers in what we hope we can maintain 
as an essentially individualistic free economic system. - l 


- 


E a DISCUSSION 


CLIFFORD HiipretH: This discussion is limited to some aspects of the 
role of theory in making individual and social decisions. It seems conceptually 


useful to distinguish two aspects of decision making: (1) the primarily. 


scientific and amoral problem of analyzing arid predicting the relevant con- 
sequences of alternative decisions or actions; (2) the primarily moral and 
ascientific problem of evaluating and choosing among alternative conse- 
quences. Í 

In practice, it is difficult to make the distinction precise since the immedi- 
ate consequences of practical decisions are, in turn, conditions for more remote 


consequences. As we look at more remote consequences, scientific analysis and 


moral evaluations tend to intermingle. The distinction does seem to be justi- 
. fied by our unwillingness to accept the same kind .of evidence in the two 
` kinds of problems. 


It is interesting to note that when essentially scientific procedures are 


. applied to decision making problems, the criterion for evaluating the results 


of alternative decisions is taken as given a priori and no effort is made to 
derive it analytically. We thus have various technical definitions of efficiency 
in engineering problems: an assumed utility function. or goal of profit maxi- 


mization in the analysis of individual economic behavior; a given weight 


function in the theory of statistical decision functions. Tn the economic 


analysis of social choice we have an assumed social welfare function, or an 


array of individual utility functions, or sometimes still simpler assumptions; 


e.g., that an increase in national income (according to some measure) implies _ 


an increase in welfare. 

As Professor Vining pointed out, acceptance of democratic values involves 
the use of consensus rather than coercion as a way of making social decisions 
and the process of social discussion that he outlined i is the technique for seek- 
ing consensus. 

Historically, classical economic theory has undoubtedly-had both scientific 
and moral content for those who developed and used it. It has been noted 
that this duality has sometimes been a source of confusion. I am inclined 
to disagree with Professor Vining’s statements to the effect that the primary 


‘purpose of equilibrium theory is the development of moral criteria rather 


than scientific-description and prediction. I believe that the role of economic 
theory as a tool of science has been dominant in the thinking and writing 
of most economists. Furthermore, I believe that viewing classical and current 
theory as mainly concerned with scientific aspects of decision making is not 
inconsistent with most of the evidence that Professor Vining has presented. 

I should like to take two examples. Consider, first, reports that men who 


“function as economists for corporate enterprises have little to gain from 


knowledge of the various theoretical works regarded as basic by academic 
economists, Accepting such reports as common J should like to venture three 


partial explanations, not mutually exclusive: (1) persons’ making practical ` . 


- business decisions may underestimate and understate the extent to which 


— 
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‘they are influenced by theoretical doctrines; (2) perhaps opportunities to 
usefully applying existing theories are not being fully exploited; (3) economic 
science may still be in a comparatively immature state. Future development - 
and extension of economic theories may provide guidance in practical situa- 
tions to which academic economists can now contribute little. . 

I do not feel that I am in a position to say how much weight should be given 
to the first and second explanations. Frequent complaints of lack of com- 
munication between businessmen and economists might lead one to specu- 
late that the second is of some importance. However, it is difficult to say to 
what extent existing theory could have been effectively utilized in making the 
kinds of decisions that Mr. Dennison discussed. Certainly we would expect. 
better communication both to extend the application of our present theory 
_and to aid in its further development. 

Professor Boddy has sketched some of the methods and limitations of 
economics as we now know it and offers some conjecture as to lines of de- 
velopment that may. increase its usefulness in solving practical problems. In 
this connection, the comparison between economics and statistics suggested 
by Professor Vining i is of interest. While it is true that the “foundations” of 
statistics as expressed by Cramer are generally recognized, as underlying 
practical work in statistics to a much larger degree than is true of the cor- 
responding fundamental treatises in economics, it is also true that many of 
the useful techniques of statistics were developed before theoretical works 
as-sound and as comprehensive as that of Cramer existed. Statistics seems to 
` me to offer a good current example of how the usefulness of a formal theoreti- 
cal approach increases as the theory is developed and made more realistic. 
Perhaps Professor ‘Wald’s theory -of-statistical decision functions deserves 
special mention as a recent development in statistical theory that provides 
a formal framework more closely related to many practical decisions than 
earlier theories, and it has Jed to a number of new and useful techniques. 

I should like to comment briefly on another illustration from Professor 
Vining’s paper. If we consider the uses that have been. made of our theoretical 
apparatus in recent discussions of farm policy, I believe we find that they 
involve application of theory primarily as‘a scientific tool. When a new policy 
is proposed, economists tend to seek answers to questions like the following: 
What would be the effects of the policy on agricultural production? On agri- 
cultural incomes? On the distribution of resources between farm and nonfarm 
employment? How much government spending is involved in ‘the proposal? 
What would its fiscal effects be during a depression? A period of inflation? 
I regard, these as essentially scientific questions. When these and similar 
questions have been answered to-the best of our‘ability, we still need criteria 
for saying whether the indicated consequences are better or worse than the 
consequences of alternative policies. Fundamentally, ‘I believe these latter 
criteria must be ethical and I question-that economic theory can contribute 
much to their development. ~ . 

-In the beginning of my discussion, I suggested distinguishing between 
scientific aspects and moral aspects of decision making. Much of the re — 
mainder or the discussion was spent in presenting some brief arguments that 


126 | -` AMERICAN ECONOMIC ASSOCIATION 


we could expect economic theory to contribute mainly to the scientific aspects 
of practical problems, and that continued development of theory could be 


expected ‘to increase the importance of its contributions. Neglect of moral. 


aspects is not intended to imply that I consider them of lesser importance 


but is necessitated by the fact that I do not feel prepared to discuss moral . 


issues usefully at this time. 


Grorcre J. SticLer: Discussions of methodology usually embrace, and 
sometimes~confuse, two very different problems: how to invent a hypothesis 
and: how to test it. 

We know very little of the process of intellectual E =seriaialy too 
little to give dogmatic advice. Some men employ chiefly introspection, probing 
their souls to discover how the world should work. Some men get their ideas 
by reading what other men have written on a subject, and then refining 
and elaborating this heritage. Some men climb over mountains of data, and 
somehow extract general conceptions in the process. 

I am not prepared to assert that chief reliance upon any one of these 


. sources is best for any given person. All are worthless when employed by an. 


inferior mind; perhaps any is satisfactory for a genius. It seems that even 
the richest imagination is soon exhausted by introspection, but in the process 
some illustrious works—including those of Cournot and Walras—have been 
created. The reworking of predecessors’ ideas will seldom lead to very fresh 
. work, and after a while this source seems to become: boring—at least these 
economists tend to leave economic theory after a time. But we owe to this 


method such things as Pareto’s pure theory and John Stuart Mill’s Principles. 


` Observation of the world—whether statistical, historical, or simply literal— 
is the richest of all sources of new ideas, and also the most dangerous. The 
observer may be overwhelmed by the complexity of what he sees, and if he 
sees well, he is almost certain to find contradictions with any generalization 
he wants to make. When it is managed well, however, this source yields the 
freshest’ and most impressive contributions, among which I would number 
Marshall’s Principles and Smith’s Wealth of N ations. 

Not only do we not know how to teach students to invent theories, but 
much of the advice that is offered is surely wrong. The admonition to ‘keep 


one’s mind open and skeptical, for example, is fatal. Every useful hypothesis | 


> will soon encounter facts that are at least superficially adverse, and one must 
love his’ own creations and cling stubbornly to them until the contradictory 


evidence is overwhelming. On the whole, economists fully meet this recom- - 


mendation. But I shall not tarry longer ‘with invention. Creativeness is not 
: taught by the wisest methodology, although it has ‘been lost because of a 
preoccupation with methodology. 


‘To test a hypothesis 1 is an entirely different matter. Here we can bee reason- 
‘ably certain of what is right practice. Specific hypotheses concerning observ- - 


able behavior are the subject of the theory of statistical inference, and this 
theory supplies a general logic, and often exact tests, by which to choose 
among alternative hypotheses. Occasionally we lack the data necessary to 
„carry out the tests, but usually we lack the slight imagination necessary to 
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rework the theory so it bears on available information and the enormous 
energy necessary to ferrét out the information. 

For example, Schumpeter argued that monopoly was a cheap bait. of eco- 
nomic Progress, as against’ the alternative and more orthodox view that 
monopoly is a barrier to technological progress. We could rework his sug- 
gestion into a more precise theory—it needs this reworking—and then set 
about, say, comparing the rates of technological progress in the same in- 
dustries in various countries or regions where the extent of monopolization 
differed appreciably. There are no difficulties in principle, but anyone who has 
worked with this kind of problem will realize how extremely laborious it 
would be to accumulate even half a dozen tolerable comparisons. 

‘It is a major source of the immaturity of economics that almost all of us 
avoid: such tedious and exasperating work and instead quickly soar to the 
higher levels of generalization. The annual list of doctoral dissertations in 
economics teems with subjects like “The Theory of Innovation,” “Institu- 
tionalism Triumphant,” ‘and “The Consumption Function in Time and 
Space.” Out of curiosity I looked up the dissertations in chemistry, and they 
sound very different: “The Inhibitory Effect of Oxygen on the Bromination. 
of Cinnamic Acid,” “The Gaseous Thermal Polymerization of 1,3-Butadiene,” 
and, at a higher level, “Studies of the Biosynthesis of Ascorbic Acid by the 
Albino Rat.” 

I do not wish to condone our impatience with laborious research, and I 
hope it will disappear. Its fundamental explanation, however, is fairly clear. 
. We desire to answer the.questions an impatient world puts to us: how to 
eliminate poverty, how to eliminate depressions, how to draw the new tax 
bill. For surely, the most humble of us will admit that little as we know 
about these things, it is more than politicians or businessmen or sociologists 


or even lawyers know. Many economists entered the profession in order to ` ` 


answer precisely these questions, not to be “cold-blooded” scientists chasing 
down the history of technological advances in the German steel industry. 
I have no neat solution for this problem of social urgency in the face of 
scientific immaturity, but surely not all ten thousand of us are needed all 
the time to advise on matters of high policy. 

This problem of social urgency helps put the “versus” between straight 
thinking and inductive research in Professor Boddy’s title, for under ideal 
conditions they are inseparable friends. If I may identify straight thinking 
with neoclassical economics and emphasize the quantitative types of induc- 
tive work, then the conflict is this: we have little quantitative information on 
many great questions and what little we have is often at least superficially 
inconsistent with received economic theory. As examples, there is no direct 
evidence (by which I mean no one has assembled and analyzed it) supporting 
the view that heavy excess profits taxation encourages waste; and statistics 
like the BLS price indexes and the FRB production index suggest to some 
(rather suggestible) economists that price controls in the last war kept down 
prices and did not affect output adversely. 

When we must reach a conclusion (i.e., when policy is involved), I believe 
that the received theory deserves more "respect. and quantitative materials 
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less respect than are commonly accorded them. There is a widespread belief 


that neoclassical economics is a fine logical system which has little bearing 
on the real world. Instead, it is more a codification of past experience that is 
only tolerably logical. The codification is not very explicit: a reference is not 
made to an event or a statistical study after every sentence. Partly this docu- 
mentation is not given because the theory is moderately logical; so -one 
special theory owes its form in part to the implications of empirical knowl- 


edge on other special theories. To give only one instance, certain aggressive | 


oligopolistic practices such as local price cutting have definite implications 
for the theory of the capital markets.. 

It follows that on my view Professor Vining has ascribed too much im- 
portance to the normative function of price theory. I think that economists, 
including government economists, would be better off with a working com- 
` mand of Marshall’s economics than with a command of Cramer’s statistics, 
if a choice had to made. Yet some exaggeration of the normative role is per- 
missible to offset the excesses of modern scientism, ‘although I would not 
have chosen Mitchell as a name to associaté with this position. Vining’s own 
spatial picture of the economy is fine and imaginative and I am eager to see 
the completed researches which he is conducting in this area. 
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CAPITAL AND INTEREST: `= 


SOME PERSPECTIVES ON CAPITAL THEORY, 


kS 


-By J. Frep Weston? . 
University of California at Los Angeles : 


I. Introduction 


_ The history of capital theory is filled with dispute. The issues de- 
bated by Böhm-Bawerk, J. B. Clark, and others were again contested 
during the thirties. Despite the great outpouring of literature on capital. 
theory, some basic disagreements seem yet unresolved. Because the 


fundamentals of capital theory are also pi in the recently devel- 
oped long-run employment theories, the current significance of and in- 
_ terest in capital theory have been heightened. It appears useful, there- 


fore to attempt to summarize some of the major issues in capital theory.” 
_ The roots of divergent positions on capital theory are deep in the 
“ past. Two main streams of doctrine may be delineated. What has come 
generally to be referred to as the Austrian theory of capital may be 
regarded as having its origins with the classical economists and can be 
traced through W. S. Jevons, E. von Böhm-Bawerk, K. Wickseli, and 
F. von Hayek. The other may be conveniently described as the produc- 
tivity concept. Leading figures in the development of this approach are 
Leon Walras, J. B. Clark, H. J. Davenport, and F. H. Knight. Irving 
Fisher may be mentioned as combining elements from both positions. ` 
Keynesian. macroeconomics is not éxplicit in the kind of capital theory 


* Considerable benefit in- writing this paper was derived from discussions with P. T. 
Homan and F. E. Norton, Jr. 

*To reduce the volume of footnotes, bracketed references are made in the text to the’ 
following items, which are {identified by the corresponding numbers in parentheses: (1) 
W. Fellner and H. S. Ellis, “Hicks and the Time-period Controversy,” Journal of Political 

| Economy, 1940, pp. 563-578; (2) E. E. Hagen, “Capital Theory in a System with No 
Agents Fixed in Quantity,” idem, 1942; pp. 837-859; (3) F. A. von Hayek, “The Mythology 
of Capital,” Quarterly Journal of Economics, 1935-36, pp. 199-228, also in Readings in 
the Theory of Income Distribution, pp. 355-382;.(4) N. Kaldor, “Annual Survey. of 
Economic Theory: The Recent Controversy on the Theory of Capital,” Econometrica, ` 
1937, pp. 201-233; (5) idem, 1938, pp. 163-176; (6) F. H. Knight; “The Quantity of 
Capital and the Rate of Interest,” Journal of Political Economy, 1936, I, pe 433-463, 
TI, pp. 612-642; (7) idem, “On the Theory of Capital in Reply to Mr. Kaldor,” Econo- 
metrica, 1933, pp. 63-82; (8) idem, “Diminishing Returns from Investment,” Journal of 
Political Economy, 1944, pp. 26-47; (9) idem, “Capital and Interest,” Encyclopedia Bri- 
tannica, 1946, pp. 779-801, also in Readings in the Theory of Income Distribution, pp. 384- 
416; (10) O. Lange, “The Place of Interest in the Theory of Production,” Review of 
Economic Studies, 1935-36, pp. 159-192; (11) idem, 1936-37, pp. 231-252;.(12) F. Machlup, 
“Professor Knight and the ‘Period of Production,’” Journal of Political Economy, 1935, 
pp. 577-624, also pp. 625-627, 808; (13) A. Smithies, “Professor Hayek on the Pure 
Theory of Capital,” American Economic Review, 1941, pp. 767-779; (14) D. McC. 
Wright, “Professor Knight on Limits to the Use of Capital,” Quarterly Journal of Eco- 
nomics, 1943-44, pp. 331-358. 3 } . 
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upon which it rests, but capital theory is nonetheless important to it. 


In some respects it appears to be Austrian oriented, but is not con- 


sistently so and at places avoids associated implications. Keynes re- ~ 


marked in his chapter, “Sundry Observations on the Nature of Capital,”’ 
that it is preferable to speak of capital as having a yield rather than 
as being productive because if capital became less scarce its yield would 
diminish. This is a surprising statement from a great mind for it 
hardly explains a distinctive characteristic of capital goods since it is 
equally applicable to all productive agents and products. To get at the 


basic nature of capital, it is fruitful to compare and contrast the ideas 


of the two groups. ? 


Il. Basic Elements in the Austrian Theory of Capital 


Bases for Distinguishing Between Factors. The Austrian concept of 
capital begins by drawing a distinction between factors on two bases: 
(1) original versus produced factors and (2) permanent versus non- 
permanent factors. | 

Sometimes different aspects of original factors are emphasized by 
individual writers, but the concept includes at least the following views. 


*, Original factors are free ‘gifts of. nature. They are nonaugmentable, 


which is to say that they have zero elasticity of supply. While land, of 
course, was held.to be the leading example, labor also was included in 


this category. Although the population varies, it was held not to vary ` 


_ in response to economic influences. Hence the supply of labor was not 
considered to vary in response to changes in its price. 

Also, original factors seem to be regarded as permanent [ (3) pp. 369- 
373]. Permanent factors are resources which exist without being main- 
tained, whose services flow at a rate independent of their prices [(4) 
pp. 203-204]. However, even if it could be demonstrated that some pro- 
ductive agents represent original resources, these qualities are not 
necessarily indestructible. The fertility of land may be exhausted by 
inadequate maintenance. Similarly, permanent resources, if such there 
be, could be augmentable. Hence, regardless of the validity of the con- 
cepts, they are separable. Original factors could be nonpermanent. 
Permanent factors could be augmentable; i.e., produced. 

Periodic Production and Consumption of Capital Goods. The nature 
__ of the economic process described by the time period theorists proceeds 
from the view that productive agents can be divided into two broad 
. Classes, the original and permanent agents—land and labor—in con- 
trast to the produced and nonpermanent agents—capital. Production 


involves the application of original or primary agents to the construc- ' 


tion of produced agents. The cycle of the process is reflected in a series 
* General Theory, p. 213. 
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of periods: (1) the construction period of the produced agents, (2) the 


length. of time the produced agents are sources of outputs until they - 


must be replaced, and (3) the durability of the final outputs of the 
nonpermanent goods, i.e., durability of consumers’ goods. :; 

Since the essentials of the Austrian theory were initially set forth 
in connection with the formulation of the idea of an investment period, 
this concept will now be analyzed. The Austrians also recognized a pro- 
ductivity influence - (cf. Bohm-Bawerk’s “third reason”). However, 
their productivity theory becomes smothered by the expositions on 
measuring the quantity of capital by “degree of roundaboutness.” 


III. The Concept of Investment Period and Its Uses in Capital Theory 


Explanation of the Concept of the Investment Period. As Hicks has 
observed, “Nearly everyone who comes to the study of capital falls a 
victim to Bohm-Bawerk’s theory at some stage or other.’* The theory 
` referred to has been termed variously “degree of roundaboutness of 
production,” “period of waiting,” “period of maturing,” “time structure 
of production,” “investment function,” or “investment period.” The 
last named expression will be used to refer to the idea. The investment 
period is the summation of the construction period of a capital good 
plus its productive length of life period (durability)... 

The essentials of the theory of the investment period are combined 


in the following elements. (1) These are two basic types of factors of _. 
production, original factors and time.or waiting. (2) The production . 


process reflects the periodicity of the agricultural cycle. The services of 
original factors produce successive units of capital with little aid of 
existing capital. Each unit of capital moves to maturation in which it 
gives off consumers’ goods which furnish consumption during the period 
of waiting for later inputs in their turn to mature. (3) The amount of 


capital employed in roundabout processes is measured by the amount of — 


waiting. (4) A fall in the rate of interest results in an altered struc- 
ture of production. Relatively more factors are used to produce rela- 
tively more indirect goods or producers’ goods, There is relatively less 
“direct consumptive use of some labor hours” [(12) p. 595]. Some of 
the labor hours will now bring a’return in consumption units only after a 
longer time interval than was the case in their former use [ (3) p. 363]. 

Lengthening the production period does not necessarily mean that goods 
which are more durable are produced, but that more goods with some 
durability are produced; so that the average time that original factors 
are embodied: in capital goods or the quantity of capital goods has 
increased [(12) p. 595]. To use David McCord Wright’s example, 
some agents have been shifted from the employment of gathering 


“J. R. Hicks, Value and Capital (Oxford, 1929), p. 192. 
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coconuts to the employment of making polished sticks used in knock- 
ing the coconuts off the trees [(14) pp. 333-335]. 


Purpose of the Investment Period Concept, It would seem to be a- ` 


teasonable inference that Béhm-Bawerk’s capital theory was formu- 


lated, among other reasons, to be consistent with Austrian value theory. 


_ In Austrian value theory, cost is recognized to influence supply. But 


- utility determines ultimate value which determines cost. Hence utility. 
controls cost. Austrian capital and interest theory fits into this broader 


framework. Since original factors were unproduced and.permanent, 
cost could not influence their supply. Capital goods are stored’ up land 


. and labor produced with the co-operating factor—time or waiting. In- ~ 


terest was determined by agio or. time pre etenee which is again a utility 
approach to value. 
The investment period concept was used in more recent times -by 
Machlup and Hayek to explain business fluctuations in terms of im- 
samen in the time structure of production in relation to oe rate 
r “profit” rate movements. 
* Criticisms of the Investment Period ail The investment period 
concept as a measure of capital quantity has been attacked on the fol- 


lowing grounds. In the first place, it is not accurate to describe capital. 


formation in terms of the application of original factors to create pro- 
duced factors. Resources are produced with the aid of the services of 
all kinds of resources. The services of produced resources are applied 
to the production of further produced resources. “Only the first in- 
- finitesimal increment of capital at the beginning of economic history 


could possibly be the product of ‘other factors’.” [( 6) p. 454, n. 187 1. 
The fact of co-operation between capital goods and “other agencies” 
in all types of production is said to make determination of an invest- ~ 


ment period impossible. _ 


In the second place, the attempt to generalize the description of the- 


_ production process as. consisting” of a determinate lag between produc- 
tion and consumption is not defensible. Production and consumption is 
simultaneous in the sense that, in Hicks’s description, “it is ordinarily 
intended that current input shall be succeeded by an indefinite stream 


of future inputs, giving rise to an indefinite stream of future outputs. Os ose 


It is not-possible to distinguish particular outputs as due to particular 

inputs. It is known only that there is some current rate of input and 

- -Some current rate of output. “And taking production in the value sense, 
the result is instantaneous, whether in the form of a service (instantly 
consumed) or in that of a net addition to assets” [(6) p. 456]. 

~ Finally, even with respect to individual capital goods, it cannot be 


said that a piece of equipment has a determinate lifetime ex ante. The - 


period of a given production plan i is ee ex ante, neue the 
° Hicks, op. cit., p. 218. 
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capital value of the equipment is intended to Be maintained’ as long as 
- expectations are unchanged. The interval after which the capital value 
of specific equipment is no longer maintained becomes determinate 
ex post, but at this point the interval has lost economic significance 
[(1) pp. 574-575]. 

-The investment period bas been held invalid on three grounds: the 
joint co-operation of all types of resources in production, the inadmis- 
sibility of a determinate lag between production and consumption, and 
the impossibility of determining ex ante the period of maintenance of 


a capital investment. However, attempts have been made to rehabili< . 


tate the investment period concept in forms avoiding these objections. 
-These are now briefly described. __-~ 
Attempts at. Rehabilstation of the Investment Period Concept. Three 


major forms of rehabilitation of the investment period concept have . 


been formulated. The first is by Kaldor. He states: “There can be no 
doubt that most resources, as defined and differentiated by the market, 
_ are augmentable to a certain degree. Land can be improved by fertiliza- 
` tion, the supply of skilled labour can be increased by more training, the 
amount of hydro-electric power can be augmented by the utilization of 
yet unexploited waterfalls” [(5) pp. 172-173]. But he observes that aug- 
_ mentation is possible only at increasing cost and there are always some 
elements which cannot be augmented at all. He therefore concludes 
that the “law of roundaboutness is merely a roundabout way of ex- 
_ pressing nonproportional returns” [(4) pp. 231-232]. When capital 
- quantity is increased, it may be said either that the investment period 
of the relatively augmentable factors has increased or- that the marginal 
productivity of ‘the services of the relatively augmentable factors has 
decreased. 
This. formulation provides an index of capital intensity [(5) pp. 166- 


171]. However, it can hardly be considered to be a restatement of the 


investment period, which purported to provide a measure of absolute 
capital quantity. Knight observed, with respect to the proposition that 
the investment period really represents the law of nonproportional re- 
turns, “if this is what is meant I see no reason for saying anything else, 
and cogent reasons to the contrary.” [(7) p. 64; cf. a the associated 
footnote. | 

The idea of capital intensity is relevant for some economic problems, 
_ eg., the issue of secular stagnation, since capital deepening represents 


one of the ways in which-society may effectively utilize additional 


investment. However, degree of-roundaboutness is not the crucial 
element. This does not deny that time is. an important influence for 
economic theory, but not in the manner indicated by the Austrian 
theory. 


After demolishing traditional Sanitation: of the time ERT con- 
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cept, Hicks presented his own interpretation. He proposed that the 
average period be-measured by the elasticity of capital value with 
respect to the discount ratio.® When the interest rate falls, the volume 
` of the flow. of near term surpluses is decreased and some later surpluses 
are increased. (Surpluses are defined as receipts less expenses on a cash 
basis.) Although the structure of production is unchanged so that new 


. processes have the same technical character as the old, the average - 


period is increased in the sense that the stream of surpluses i is given a 
crescendo. - 

Fellner and Ellis have pointed out that this formulation rests upon a 
special definition of surpluses. If net receipts are calculated on an 
accrual basis, interest elasticity of the present capital value does not 
shift in the manner described by Hicks. Further, even under his special 
definition of surpluses, their time distribution does not change perma- 
nently. The crescendo increases only temporarily while appreciations 
are deducted from net receipts. Only during “the interval of adjustment, 
the length of which depends upon the mobility of the system,” is the 
. average period as defined increased [(1) pp. 577-578]. ` 

Hayek utilizes an investment period concept in his device, the time 
structure of production.’ He identifies later and early stages of produc- 


- tion as respectively stages in which labor is invested for short periods 
or for long periods of time. The implications of Hayek’s formulation’ 


with respect to capital theory and apart from its cycle theory aspects 
may be commented upon briefly. Even if the conceptual measurement 
difficulties are overlooked, the length of time for which labor is “em- 
bodied” in capital goods still cannot be shown to be proportional to 
the quantity of capital; a quantity of capital can only be indicated in 
value terms. Also, only the. construction period, not the investment 
period (construction period plus instrument durability), is relevant 
(and is only partially relevant) as an index of agent mobility. Further, 
it is likely that differing income elasticities of demand and differing 


factor supply elasticities are more relevant categories for analyzing. 


possible structural imbalances caused by changes in aggregate income, 


than is a classification of economic segments based on the average > 


- period of time for which labor is “stored.” With reference to rehabilita- 
tion of the time period idea, it is certain that in this formulation the 


investment period cannot be used as a measure of absolute capital. 
quantity. It may be concluded, therefore, that the burial of the concept | 


of investment period as a measure of absolute capital quantity was final 
and attempts at resurrection have been unsuccessful. ; 


* Hicks, op. cit., pp. 186-188; 217-226. 
* Prices and Production (1935); Profits, Interest, Investment (1939). 
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IV. The Productivity Theory of Capital 


To this point the nature of the productivity theory. of capital has 
been indicated only indirectly i in criticism of the Austrian doctrines. It 
is useful to summarize the positive contribution oi the Pecan A 
theorists in a series of propositions. 

First, a distinction between agents or capital koi and their services 
is made, as was clearly shown by Walras. As Knight has phrased it, 
“the only product actually consumed is a service, which never has 
‘existence’ ” [(7) p. 76]. Further it is emphasized “that what is really 
bought and sold in any sale transaction is some stream of service ren- 
dered, or more generally to be rendered over some period of time” 
[(6) p. 437]. 

Second, capital goods “are defined as sources of services streams. 
Capital goods, “like heavenly bodies, emanate light and absorb light.” 
services flow at a rate the dimensions of which are intensity and dura- 
tion: Intensity may be conceived as measured in terms of width or 
depth. A capital good therefore represents an economic service poten- 
tial.® 

Third, capital is ubiquitous. It follows from the above that all agents 
or resources which possess a service potential are capital. But this 
definition seems to embrace all agents and goods and requires con- 
sideration of the distinction sometimes drawn between original (non- 
augmentable) , permanent resources and Ss (augmentable), non- 
permanent resources. 

The validity of this last distinction j is E by the service pro- 
ductivity theorists. Historically, it is held, all resources are discovered 
and developed at a cost ahd do not therefore represent free gifts of 
nature. With regard to augmentability, the supply of land services is 
increased by the use of fertilizers, irrigation, and crop rotation. The 
supply of labor services may be increased by training. Further, re- 
sources are subject to decline in quantity (depletion) and can be main- 
` tained only at a cost. Agricultural land and mineral resources are ex- 

‘amples. With respect to labor, Knight has put the argument succinctly: 


Even in a free society, human beings are productive agents and are produced ‘at a cost, ~ 


and this is obviously true of the: qualities which give their services economic value. Birth 
rates, as well as training, are influenced by the expectation of earning power, much as in 
the case of any investment, which looks beyond the maker’s own lifetime. In extreme 
- cases, as when a youth borrows money to secure a technical education, the difference is 
. reduced to a minimum [{9} p. 393]. 


The statistical analyses carried out by-J. R. Walsh substantially 
corroborate these observations with respect to investment in educa- 
tion. He found with some exceptions that investment in highér educa- 


"Cf W. J. Vatter, The Fund Theory of Accounting (Ohiak: University of Chicago 
Press, 190); PP. ae 
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tion of several types tends to be carried to the point where the cost of 
the incremental investment approaches its value measured by the dis- 
counted differential net income to which it gives rise.® He concludes 
that “acquired and useful abilities” appear “to be a genuine form of 
capital, supplied under the same conditions as prevail in the market 
where ordinary and necessary capital returns are determined and 
paid. #310 


On the basis of the considerations indicated, the productivity. theo- — 


rists hold that no resources are original or permanent. While this posi- 


tion may be.substantially valid, there are, of course, economic bases for ~ 


distinguishing between agents. This is to say that even if all agents 
` and commodities are capital goods because they are sources of service 
streams, they may be different classes of capital. If the substitutability 
of agents in production processes is low, this must reflect the fact that 
the economic nature of their service streams differs. The elasticities of 


substitution may be low and the elasticities of supply. of agents may. 


vary widely, thereby providing meaningful bases for distinguishing 
between agents. However, it is quite likely that the categories so estab- 
lished would cut across the traditional threefold factor classification. 

Fourth, the discount factor equates the values of a stream of inputs 
and a stream of outputs. The essential nature of investment is the sacri- 
fice of consumption of some intensity over some finite period of time. 
This represents a construction period during which a net income stream 
is invested. We have therefore a series of construction costs or inputs, 
C, committed at different intervals and a series of net returns, Q, over 
the future. l 
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The interest rate or discount factor equates these two § series. While a 


finite quantity of capital must be defined in terms of a rate of interest, 
the rate of interest is definable without Ki quantity; SO sata tad 
is avoided. 
Although. the costs and returns are over a period of time, time is not 
a fundamental factor in the theory of interest. The interest rate repre- 
sents.“only a relation between an instantaneous rate of investment and 
a resultant instantaneous rate of growth in potential income” [(6) p. 
W. Walsh, “Capital Concept Applied to Man,” Quarterly Journal of Economics, 


1934/35, Pp. 255-285. 
® Thid., p.-280, 
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434. Further, the pattern of the net returns can be converted into any 
`. time’ shape. Since provision for indefinite replacement i is made from 
current gross yields, it is often convenient for comparison purposes 
to represent the time pattern of. the net returns as a permanent income 

stream of uniform level. : 

'- Under conditions of. perfect competition, in an economic system in 
full equilibrium, existing resources are apportioned between uses so as 
to make the rate of return uniform for the whole economy at the high- 
est level which can be obtained under existing technical and other cir- 
cumstances [(6) p. 396]. A rough representation of this theoretical 
formulation is exhibited by the securities markets. Prices of securities 
move in such a relationship to varying expected dollar returns to result 
in equal yields, except for the influence of lack of perfect foresight and 
differences in estimated risks. 

Fifth, capital may be regarded as fund of value. Sources of services. 
are embodied i in concrete instruments. The instruments are subject to 
change in form; i.e., resources are transferable from one use to another. 
The total capital. of. an economic system may be regarded as fund of 
productive capacity. Since capital goods are heterogeneous and chang- 
ing, it is useful to have a measure of total productive capacity. The 


concept.of capital fund provides such an index. Since value is the com-" 


mon denominator between different economic forms, the. capital fund 
is the summation of values of individual capital goods. The value of an 
economic service potential is secured by capitalization of its yield. 
Under ideal stationary conditions this would be identical with its his- 
torical cost in sacrificed consumption. 

Sixth, capital is perpetually maintained. Somewhat paradoxically, 
the productivity theorists hold that no resources are permanent but 
that capital is perpetual. The apparent paradox is resolved by expla- 
nation of the concept of perpetual maintenance. Capital goods are 
maintained in the sense that accountants charge to operations a portion 
of the expiration of the cost of the capital instrument. The yield from 
a capital instrument is calculated net of the cost of the capital goods 
used up. Capital goods are not consumed in the production ‘process 
since replacement is provided for in entrepreneurial planning. - The 
‘planning period or horizon of expectations does not coincide- with the 
physical or economic life of the capital goods used in the productive 
operations. Typically, therefore, consumption of one good types is 
not envisaged in ex ante formulations. 

As a corollary, maintenance expenditure is not distinguished from 
replacement expenditure. Replacement expenditure is usually said to. 
- be a function of the service life of the capital good, while maintenance » 
_ expénditure is not. For example, depreciation charges. on a. machine 
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may be prorated over an expected five-year life, but a broken fan belt 
must be repaired or replaced at once. Typically, maintenance is the ab- 
, solute condition of the functioning of the capital good and therefore 


represents continuous replacement. This is seen clearly in the case of ` 
-` capital goods which are continuously maintained by replacement of . 


individual parts with complete replacement never taking place. 
While capital goods are perpetually ‘maintained in the sense. that 
their yield provides for replacement, capital as value may be considered 


to be perpetual in that the total quantity of capital in a society normally - 
is increasing. Thus not only are individual units of capital goods re-. 


_ placed but new increments are added. “The only exceptions have to do 

with times and places in which economic relations are demoralized by 
crisis conditions, and in which there is no approximately free market 
for loans or for capital goods” [(6) pp. 457-458]. 

The productivity theory of capital seems to regard capital goods 
from the standpoint of fixed capital, The Austrians emphasize capital 
as a circulating capital with maintenance dependent upon decisions 
made at each turnover. Both views have some validity and usefulness. 


-- Even fixed capital may be regarded as circulating, since annual depre- 
ciation charges result in conversion of specific fixed assets into other ' 


forms, of assets unless expenditures are made to “maintain” the specific 
assets. Further, there are no a priori reasons why a society’s capital fund 
should grow monotonically. While examples of capital consumption by 
economic societies appear to be exceptional, within an economy capital 
Consumption regularly takes place in firms and industries. The signifi- 
cance for capital theory of investment of funds reserved by deprecia- 
tion charges is uncertain since characteristically a' firm has multiple 


sources of funds and makes disposition of them among a multiple of 


applications. It is not possible to relate all uses to associated sources of 
funds. While it is admissible to regard capital as perpetual since mainte- 
nance and replacement may be continuously provided for, it should 
also be acknowledged that other alternatives may be adopted y de- 
cision makers. 

Knight acknowledges that capital consumption by an economic so- 
ciety is possible, but observes that historically it has occurred only 
under abnormal conditions of relatively short duration. He indicates 
that the economic theory. of a retrograde economy would be terribly 
complex and involve consideration of relationships which to date have 
been little explored by economists. 


Six basic ingredients of the productivity concept of capital have | 


been described. The further significance of these elements may be in- 
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- dicated by consideration of a major derivative doctrine. This is the 
issue of limits to mn use of capital: 
_ V. The Lone Rin Supply Function of Capital and. 
Diminishing Returns 
Professor Kni ight has ‘made some interesting E cn gn the 


-a 
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(nature of the supply function of capital in the long run. In the long- 


' run view, independent of particular definitions, savings are equal to 
investments, and annual savings, therefore, represent additions to the 
stock of capital. Therefore, savings may be taken as a measure of the 


time rate of capital accumulation. In the short run, the quantity of | 


savings. per year can be derived from the consumption function, and 
hence the quantity of savings may be.taken as a function of the cur- 


rent level of income, probably influenced to some extent by the level - 


of the interest rate structure and by previous levels of savings. The 
supply of savings or the rate of capital growth over. the long run might 
be taken as a cumulation of this type of behavior in short periods. 
‘However, Knight maintains that there is no true supply curve for 
capital; that ere is only a growth curve [(6) p. 637. Cf. also ` 
Harrod, Towards a Dynamic Economics (1948), Lecture 2, “The 
Supply of Saving. | In one sense, this is equivalent to saying that the 






quantity of savings in the long run is institutionally determined. We © 


cannot.graph the quantity of saving over a long period of time in rela- 
tion to some determining functional variables. Knight suggests that the 
quantity of saving in the long run is influenced by sociological and 


institutional factors such as desire for security, desire for power, the _ 


-desire to achieve a certain level of living standards, the desire for 

` social emulation, and the rate and level of new inventions,) $ 
One aspect of Knight’s position, therefore, is that the rate of addi- 
tion to the stock of capital per-time period is an autonomous variable. 
` Furthermore, he insists that the mode of capital accumulation, which 
society has achieved historically with only temporary interruptions, 
, indicates that demand and supply functions of capital cannot be drawn 


_ to indicate an intersection at which an equilibrium price will be deter- 


- mined. In the usual. analysis of commodity supply and demand rela- 
tionships, the equilibrium price is said to clear the market or with rela- 
tively small additions or deductions from stocks. However, the situa- 
tion with respect to capital accumulation is distinctly different; since 
the price established results in a continuous, long-run tendency to add 


to the stocks-of capital goods. Consequently, ‘a long-run supply curve ' 
of capital cannot be drawn so as to depict a long-run equilibrium `- 
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' situation; i.e. one in which further accumulation would not take 
place.. Knight suggests that all we know is that from one short period 
to another we have a different stock of capital. We can draw short-run yy 
supply curves of capital which are simply vertical supply lines. The 
shape.and position of the long-run supply of capital cannot be indicated. 

A crucial issue arises in this connection. Knight has suggested that 
theré is no basis for the presumption of'a tendency to establish equi- 
librium at all [(6) p. 618]. Others, in contrast, have held that there 
is a tendency for capital to accumulate to the point where the price 

"(interest rate) would fall to zero. There would be no inducement for . 
further accumulations of capital (no nët investment), the stock of capi- _ 

- tal would then be fixed, and one of_the attributes of a stationary 

economy would have been established.) This involves a consideration . 

_of the nature and likely extent of diminishing returns, - 

Knight describes the causes of diminishing returns: 

On the one hand, there are qualities, in the natural environment and in human beings, 
‘which are not augmentable, so that new investment will involve applying’ those which 
fre augmentable in increased proportion to those which are not. On the other hand, there 

are “inferior” things, materials or “situations” in both categories that are available for 


RA so that new investment involves recourse to lower grades (lower “quality” in the 
meaning of grade)” [(8}).pp. 35-36]. 


> 
ea 


Diminishing returns are said to arise from two sources. | Variable 
agents are applied to fixed agents resulting in nonproportional returns. - 
As additional.agents are brought into use, resort must be had to lower 
grades resilting in less than proportional returns from a series of in- 
puts. Since the economic basis for distinguishing differences in quality 
and in kind records only differences in degree, the second cited source 
of diminishing returns appears to signify differing elasticities of supply. 
' Hence the second is really an aspect of the first and not distinct from 
it. = 
While it is generally acknowledged that diminishing returns exist, 
disagreement has arisen on judgments as the extent to which diminish- 
ing returns may take place with capital accumulation. Knight denies’ 
the possibility of diminishing returns resulting from the demand side: 
The possibility of progressive satiation of the “want” for the single good, as its supply 
increases, does not enter into the rate of return; for, any change which may occur in 
relation between intensity of satisfaction and time rate of physical consumption enters 


in the same way into both the numerator and: the denominator of the ratio which defines 
this rate [(8) p. 32]. 





In the expression wae relates costs incurred over time to net reve- < 
nues earnêd over time, the right-hand side of the equation—the dollar . 
value of revenues—declines as markets are cleared of goods only at 
lower prices. But by the same degree costs on the left-hand side of the 
equation are lowered. This must be true because the costs represent 


t 
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alternative costs-in terms a temporarily foregone consumptions over | 


some period of time. The value of the consumption foregone will reflect 
the lower prices for goods sold. This denies therefore the likelihood 
of secular stagnation from influences operating on the demand side. 

With regard to diminishing returns on the cost side’ due to the law 
of. nonproportional returns and limitation of factor -Agents Knight 
specifies that there is a definite limit to the extent to which this will 
occur., He presents the view with considerable emphasis: 

In particular it is certain, a priori, that with other things held constant—-meaning, espe- 
cially, if there are no new. inventions or other changes opening up new demand for capital, 
—the rate could never fall to zero, This is possible only if society as a whole. approaches 
a state of complete satiation in which there would be no economic values and all economic 
categories would lose meaning. For it is certainly inadmissible to assume that society 


could reach a state in which no additional capital could be employed to any advantage 
whatever, before all other factors or their services became feg goods [(8) pp. 623-624]. 


This position “holds, therefore, that even inder the assumptions of a 
stationary economy the interest rate could’ not fall to zero. Opposite 


views have been expressed, however. Keynes, for example, observed ` 


that an economic society could bring the marginal efficiency of in- 


vestment down to zero in one generation.” Domar suggests that the . 


possibilities of capital deepening are limited.” 
Lange- -has stated the case for a zero rate of interest in greatest de- 


tail in his article, “The Place of Interest in the Theory of Produc-. 


tion.” He defines the marginal net productivity of capital as the mar- 
ginal gross value productivity of indirect goods less the marginal gross 


‘value productivity of direct goods. He urges that when‘ the marginal 


value of productivity of indirect goods is equal. to the marginal value 


-of productivity of direct goods, the marginal net productivity of in- 


} 


direct goods or capital must therefore be zero [(10) PP- 160-164, 
189-192]. 
= David McCord. Wright has given an extended analysis semaptine 
to show that the rate of interest could be zero in the absence of free 
goods. He suggests that without changes in wants, resources, or tech- 
nology a point will be reached when the productivity of additional 
capital goods will not exceed the opportunity cost of the agents which 
must be shifted to create the additional one goods [(14) pp. 331- 
358]. 

In part the disagreement arises from fail e to fully distinguish be- 


tween short-run and long-run situations. Knight has repeatedly ac- 
knowledged that there may. be temporary gluts in the quantity of in- ` 
vestment that has been undertaken and that frictions and bad planning, ~ 


lack of foresight, may result in zero net productivity of additional in- 


General Theory, pp. 220-221. á 
a Problem of ‘Capital Biruni American ‘Economic Review, 1948, p. 777. 
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> vestment temporarily. ‘3 There is still an area of uncertainty and dis- 
agreement over the likely frequency of the occurrence of such situa- 
tions and the extent of their probable duration. However, it apparently 
requires emphasis that in many places Knight recognizes the business 
cycle problem with regard to temporary situations in which the net 


yield from investment, reinforced by pessimistic anticipations, may 7 


` be low or negative. But he observes that the possible rate of absorp- 


tion of new capital goods can never be a limiting factor on long-run . 
investment, abstracting from friction in the sense of inaccurate plan- 


| [(6) p. 639]. 

ai appears that in all of his expositions of why it i is not likely that a 
zero rate of interest would be reached, Knight departs from the as- 
.- sumptions of a stationary state, For example, in one place, he suggests 
that a fall in the rate of interest in consequence of accumulation of 
capital would take place at a very slow rate. He supports this by em- 
‘ pirical evidence. If we take the elasticity of demand for capital -as 
unity, the total amount of capital as five times the annual income, and 


savings as a fifth of annual income, it follows that it would require ~ 


twenty-five years to double the total investment. He suggests that the 
interest rate would fall-in a logarithmic relation, being at any time 
equal to half its value twenty-five years earlier in time and double what 
it would be twenty-five years later [(6) p. 623]. But resort to em- 
pirical evidence of this kind is implicitly assuming a model in which the 


conditions.of a stationary economy are far from being represented. The | 


model is that of an economy which historically has exhibited vigorous 
growth characteristics) 


In his nonempirical discussion of the influence of accumulation on . 


the rate of interest, Knight considers investment in three alternative 
ways. First, investing to change wants involves dealing with the im- 
ponderable. He concludes that very. little can be said with certainty 
as to the possibility of diminishing returns from investing in wants. 
Second, there is a higher degree of probability that investment in at- 


tempting to produce additional resources would be subject to diminish- | 


ing returns because-of relatively unequal augmentability of certain 
qualities. Third, with regard to investment in new knowledge, Knight 
surmises that even this may be subject to diminishing returns. How- 


ever, while it may be subject to diminishing returns it is much less ; 


likely that the rate of interest could fall to zero as a consequence of 
investment in new knowledge. For example, given a stationary state 
in which the opportunity cost of making any new investments has be- 


come equal to the productivity of the new investment, if we relax the 


. restraint of unavailability of investment in new knowledge, it is clearly 


- 2 Ethics òf Competition, p. 260; “The Business Cycle, Interest, and Money: A Methodo-.. 


_ logical Approach,” Review of Economic Statistics, PMD 1941, pp. 7, 8, 9, i, 13, 
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perceived that one can always invest in less expensive sted ae: to . 
produce some goods. The marginal net eeeney of investment conse- 
quently would be above zero. 

Further, even in a stationary state, he aise of the. janane of . 
“different types of capital instruments, short of their being free goods,. 
a positive interest rate would be required to allocate resources between 
‘different capital uses. 

Another basis for doubting the likelihood of a zero rate of interest 
under the assumptions of a stationary state is denied to. Knight be- 
cause of his rejection of any influence on the supply side in interest 
rate determination. This is a consequence of his belief that the demand 
for capital function is virtually horizontal and the supply function 
virtually vertical. It is possible that time preference (here used to 
signify only that the time pattern of a person’s income may not co- 
incide with the time pattern of consumption he désirés) would assert 
an influence on the supply side to prevent the interest rate from falling 
to zero under the conditions postulated by Wright and others. In any 
event the conclusion depends upon the shapes of the long-run demand 
(for capital) and supply functions.on which little illumination is pro-. 
vided by Saree empirical data. 


I 


‘ | VI. In TEW 


Some major tendencies appear to emerge from the historical contro- 
versies on capital theory. There appears to be general agreement. that 
there are neither original nor permanent classes of factors. -Certain 
qualities in particular productive agents are, however, relatively nonaug-' 
mentable. While factor scarcities may develop for short periods limita- 
tional factors are not likely to exist over long periods. Elasticities of 
substitution may be low during short periods but are higher for longer 
periods, Unequal elasticities of supply are a sufficient condition for 
diminishing returns. 

The average investment period as a measure of absolute quantity. 
of capital is‘an invalid doctrine. The derived concept—the time struc- 
ture of production—as a reflection of a hierarchy of capital quantity . 
used in distinguishable stages of production is equally indefensible. ~ 
The time structure: notion is perhaps suggestive of two more useful 
‘ideas: differential factor mobility and different producnn coefficients 
in different industries. 

. For purposes of comparing yields from erate investments it 
- is convenient to regard capital as perpetual and to represent returns 
by perpetual streams. However, the view of all capital goods as circu- 
lating capital also:has useful analytical applications in studying the’ 
growth and “consumption” of particular capital entities within the total 
structure. One of the valuable implications of this emphasis ‘is that it 
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provides a necessary restraint on the probably excessive optimism re- 
flected in the assumption that a society’s capital fund necessarily grows. 
It suggests, inter alia, that an appropriate institutional environment is 
essential for a desired rate of continued capital growth. 
There is agreement that historical changes in wants and technology - 
are sufficient to: assure continued capital accumulation at a positive 
return. Under the assumption of stationary conditions disagreement — 
persists on whether there can exist a size of capital stock so large that_ 


_the net yield from capital is zero in the absence of free.goods. ‘The 


resource allocation function of interest payments implies a positive 
rate. It appears that forces from the supply side would also operate 
to prevent the existence of a zero rate of interest. 

Although this paper could not hope to reconcile to everyone ’s satis- 
faction the long standing controversies in the area of capital theory, it 
has sketched the broad outlines of the major issues. It has- sought to 
indicate both elements of usefulness and invalidity in. the opposing 


. viewpoints. Capital theory will continue to be an important area for 


study since it is central for any theory of the economic process. 


a 
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CAPITAL THEORY AND PROGRESSIVE EQUILIBRIUM 


By Frank E. Norton Jr | 
University of California at Los Angeles ` 


The purpose of this paper is to consider the implied capital theory 
underlying some recent discussions of aggregative dynamic equilibrium. 
This notion is concerned with the. maintenance of sustained full em- 
ployment in a progressive economy. Its foundations are essentially 


based upon modern business cycle and employment theory and it may 
be considered to- be a further.development of those -theories. Most 
formulations, however, constitute a certain type of secular theory which 
stands to a large degree independent of any theory of cyclical fluctua- 
tions. We shall be concerned with the implicit postulates which such 
a secular theory contains with regard to the theory of capital. 

Looking back over the developments in employment theory of the 
past decade and a half, most economists would probably concur in the `` 
view that our understanding of the determinants of aggregate demand 
has been greatly improved. The impact of Keynesian economics on our 
thinking has left us in a better position to deal with policy formula- 

- tion.(Today there appears to be a substantial consensus- as to what 
economic policies should be applied when aggregate demand becomes 
temporarily deficient or excessive in private enterprise economies.’ 
Fifteen years ago the situation was certainly quite different. Unfortu- 


nately the area of agreement becomes- much -more constrained when — 
longer-run considerations are involved. The fact of the matter is that 
“the consensus relates > policies arsh of a short-run character which 
are based primarily on the modern theory of employment which also 
applies to the short run; i.e., the modern theory of employment. How 
the forces of long-run economic development relate to the theory of - 
employment remains extremely controversial, as can be seen in the 
literature dealing with the sec stagnation thesis and the concept of 
‘underemployment equilibrium. \Hence -generally accepted short-run 
policies may be incompatible with the achievement of longer-run ob- 
jectives. Few economists will doubt that fre need. to know more about 
the long-run implications-of our short-run policies. This can be achieved 
only if we have a broader framework than is provided by the con- 
temporary theory of employment. The concepts to be-considered here 
are intended to make some contribution toward this end.. 


* The author wishes to acknowledge indebtedness to J. F red Weston for helpful criticism 


of this paper. . oes a PE 
* Cf, ‘The Problem of Economic Instability, A Committee Report,” American Economic 
Review, 1950, pp. 505-538.. : 
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The Theory of Progressive Equilibrium 


(The study of the conditions of aggregative dynamic equiilibriiim ¢ con- | 


stitutes an application of the neo-Wicksellian saving-investment frame- 
work to the problem of long-run expectational equilibrium in an ex- 
panding ceonomy, interest in this problem stems most directly from 
Harrod’s ingenious “Essay in Dynamic Theory,” which appeared in 
the Economic Journal in 1939, pages 14-33. Further contributions 
were made by Fellner” and Domar.* Subsequently, Harrod elaborated 
on his original thesis in his book, Towards a Dynamic Economics. 
Finally, Hicks has recently addressed a book, A Contribution to the 
Theory of the Trade Cycle, to closely related problems. Paul A. 
- Samuelson made a more or less indirect contribution in his article, 
“Interactions between the Multiplier Analysis and Principle of Ac- 


_ celeration,” in the Review of Economic Statistics in 1939, pages 75- 


78. ; 


In his “Essay” in 1939 (pages 16 and 17) (Harrod introduced the 
„concept of a “warranted rate of income growth” defined in such a way ` 


as to maintain “on balance” expectational equilibrium among investors. 
Once established, such a rate of income growth is supposed to be self- 
maintaining, since profit expectations in the aggregate would be con- 


sistently justified over time and would lead ‘to the requisite- invest- _ 


ment behavior to maintain the rate of income growth. Domar subse- 
quently elaborated on substantially the same theme in his article, 
“Capital Expansion, Rate of Growth, and Employment” (op. cét.), but 
he was primarily concerned with the conditions for a steady advance 
while Harrod placed more emphasis on the sources of potential dis- 
turbance to such.an advance. Domar, however, would keep the expec- 


tations of investors on the correct “time-track” by a government , 


guarantee of the requisite rate of income growth. Of course, it-is as- 
‘sumed that real resource scarcities do not preclude the maintenance of 
such a growth rate. This involves the natural rate of income growth, 
gx, Which is discussed subsequently. 


In order to fix our analysis of these contributions, let us specify the . 


fellowing dynamic model system which is the essential framework 
underlying their discussions. 


Let K = real capital ace 


S = real net saving - 
3 C = real consumption 


~ 


1 


. "William Felner, Monetary Policies and Full ere (Berkeley and Los Rosie: 
University of California Press, 1946), particularly Ch, H 
*Evsey D. Domar, “Capital Expansion, Rate of Growth, and Employment,” ` Econo- 
metrica, 1946, pp. 137-147; “Expansion and Employment,” "American Economic Review, 
1947, pp. 34-55; “The Problem of Capital Accumulation,” ibid., 1948, PP. 777-794, 
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I == K = real net investment or net capital formation 
Y = real net income or net output l 
Y = time-rate of change in real net income or net output 


a = dC/dY = the marginal and average propensity to con- 


sume 
y = dS/dY =1 — a = the marginal and average propensity 
to save 
B= dI/dY = the marginal and average ‘capital coefficient 
If all the economic variables involved are simultaneous with respect 
to nme the economic model is 


(1) S==yV 
(2) I==BY 
(3) YE =BY 3 


This model consists of two structural relations; namely, the saving 


function (1), or its reciprocal the consumption function, C = a Y, 


and the investment function (2). The equilibrium condition is: saving , 


_ equals investment (3). 

It will be noted that the form of the saving function i is sudh that it 
posseses-a zero intercept. This is merely assumed for purposes of simpli- 
fication but it may be pointed out that single equation estimates of 
the “long-run historical consumption function” based on economic time 
series data result in empirical consumption-income relations where this 
is approximately the case.f Also on a priori grounds S$ should equal 
zero when Y equals zero in long-run equilibrium. Thus, the average 
and marginal propensities to save are equal for all levels of income. 

The investment function -here is, of course, the acceleration prin- 
ciple. We shall have more to say about this presently. — 

y and ß are the structural parameters” of the model and by a trans- 
formation of the equilibrium condition (3) we obtain 

Y Y i 


* Harrod defines time lags into his system but actually this is an accidental property of 
. his formulation. The notion of expectational equilibrium is the fundamental matter. 


*On the problem of the long-run historical consumption function see particularly, © 


Fellner, op. cdt., especially Appendix J, “Empirical Consumption Functions,” pp. 239-240; 
James S. Duesenberry, “Income-Consumption Relations and Their Implications,” Income, 
Employment and Public Policy (New York: W. W. Norton & Company, Inc., 1948), 
pp. 54-82; Franco Modigliani, “Fluctuations in the Saving-Income Ratio: A Problem 
in Economic Forecasting,” Studies in Income and Wealth (New York: National Bureau 
of Economic Research, 1949), pp. 371-441; James S. Duesenberry, Income, Saving, and 
the Theory, of Consumer Behavior (Cambridge: Harvard. University Press, 1949). See the 
- latter work for a complete bibliography. 

"Only formally. Obviously, this is a simplified macroeconomic model which purports 
to focus attention on certain relations which are considered strategic for the purposes at 
hand. y and B in e broader context are functions of other variables; e.g., interest rates, 
relative factor prices, income distribution, the stock of liquid assets and its distribution. 

These matters will be given some attention later. 
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where gw — the warranted rate of income growth. Alternative forms . 


of the equation are: go B = y, or gw B = 1 — a. This warranted 


rate of income growth thus turns out to be a constant geometric rate 


of income growth. The solution of the differential equation is: Y == 
e”/8t Yo. It is also evident that consumption and investment must also 
grow, if equilibrium is to be maintained, at the same rate as income, 
given these relations. 

The fact should be stressed that gw is an expectational equilibrium 
rate of income and investment growth where realized income equals 


expected income and planned saving equals planned investment con- 


tinuously over time. ‘Just as in the theory of employment, where the 


- income level equates ex ante saving to ex ante-investment, so here the 


`A 


rate of income growth, gw, equates them, given the saving and invest- ` 


ment functions. The difference in the present case is occasioned by the 
fact that the acceleration principle serves as a dynamic investment 


function. As is well known, net investment is considered to be autono- 


mous or an increasing function of the income level in the. simplified 
theory of employment and income determination. Of course, the ex 
post magnitudes of saving and investment are definitionally identical 
in the aggregate. This i i so regardless of the i income level or its rate 
of growth. 

It should be E in passing that this warranted rate of income 
growth, gw, does not possess the required stability characteristics. Thus 


any disturbance causing the rate of income growth to deviate from 


gw would lead to a divergence of the system either in a cumulative ex- 
pansion (provided resource scarcities are not encountered) or contrac- 
tion. This aspect of the analysis is beyond the scope of our -interest 
here but it may be said that Hicks has given a certain “limited sta- 
bility” to the growth rate by the introduction of appropriate time lags.® 
Throughout our discussion we will be concerned primarily with the 
secular aspects of this type of theory rather than its possible use as a 
theory of cyclical fluctuations. 


A Specialized Capital Theory: The Acceleration Principle 


Let us now examine the investment function (2) to see what type l 


of a theory of capital is involved. The time-integral of this function 
gives the capital demand function ` 


(5) : K = BY 


In order to untangle some of the difficulties involved here, it may be 
fruitful to assume initially that the economy possesses the properties 
of a single product firm. This will allow us to define away the aggre- 


* Hicks, aiik cit., Mathematical Appendix, Appendix to Ch. V, pp. 182-183. 
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| gion problem. We aT therefore maké the following M tem- 


S 


porarily: (1) a closed. one-product economy where this single. product 
may be used either for consumption or investment; (2) a given linear ` 


_ homogeneous ° production function involving. only. capital. and labor, 


services as inputs (probably the most “neutral” of the assumptions 
one might adopt). Since the capital and labor. services flowing per. unit 
of. time fromthe real capital stock and labor’ force, respectively, may 
‘be. assumed to be: ‘proportional to the sizeof these two .resources at a. 


$ given point in time, we may. consider these resources to. enter the pro- 
`- duction function directly as inputs: l 


If`one uses relation (5) -as the-basis for. the i investment ‘function’ 


(2), it implies either that the technical coefficients of production are ; 


fixed and: ‘independent of the price system or that the interest rate and 
relative factor prices do not change as: real income ‘expands:, The latter 


"interpretation would’ mèan that the relative elasticities of supply of the 


capital and labor services over time were equal...Both interpretations 


- assume that the conditions of profitability are fulfilled. “Real analysis” ` 


of this type: must. imply that these conditions. are fulfilled. Otherwise, 


relation (2) cannot be ‘identified as a demand function for investment. 


` Under either of ‘the above situations, the acceleration principle oe 
comes an unequivocal long-run theoty of induced investment. It deter-- 


` mines- the optimal net’ capital formation in ‘keeping with a rise in the 


real income level. Thus, given a an expected time-rate of increase in real 
output, Y, and. given the ex ante marginal ‘capital coefficient, 8, the 
planned induced: investment; J, is equal to. BY. Consequently, the åc- 


'celeration principle provides a' theory of induced investment in the 
_ sense that it explains that part of investment at a given time which is 


. devoted to capital widening. ‘That investment which constitutes capital 


characte 


deepening has to be- explained. -on other grounds. * Of course, capital 
formation concerned with raising the capital intensity per unit of real 


“output is the type emphasized by the time-pei iod theories of capital. 


It may be helpful to consider at this point (the concept-of the natural 


§ much like Elwood P. Dowd’s, rabbit, arvey. Although. it 


rate of re growth, g», introduced. by Harrod. This. (most elusive 


appears to be a constant companion’ of some authors,” many of us are 


never able to~sée it clearly. The natural rate of income growth, En, ÍS. 
apparently defined as’ the potential, full employment rate of income 


"Cf. R. G. Hawtrey Capital and Emoya (London: Longmans, Green; 1937). 


- Capital- widening is defined as the situation where the capital coefficient, B, remains un- 


changed as’ real! output rises. Capital deepening (shallowing) is defined a8 an increase (de- . 


crease) -in B. 


_- ® The same idea appears in Domar’ s writings sineus his formulation i is‘ slightly differ- ) 


ent. Cf. Domar, “Capital Expansion, Rate of Growth, and Employment,” of. ct., pp.-139-. 


` 140, 145-147; {Expansion and Employment,” *op.'cit., pp. 39-40, 43-48, 49, 55. This is 
one of the Tinos for his distinetion betwee his parametes + and a: ou ‘ 
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Ae of the:economy. It is determined by the autonomous tate of 
labor force growth on the one hand (or more precisely, by the rate of 
labor service growth which. would take into account changes in man- 
hour input as a consequence of the secular reduction in the length of 
the work week) and the rate of laborsaving innovation on the other. | 
The latter means that technical progress embodied in capital formation 
tends to reduce the size of the labor coefficient; i.e., the labor service 
input per unit of output. However, we have to this point assumed the’ 
production function to be given; consequently only the rate of labor . 
force growth enters into the determination of gx. In our rigid model, it 
is possible to give a very determinate meaning to the natural rate of 
income growth, gx: it is simply the autonomous rate of labor force 
growth. - 

= The discrepancy which is given star billing in’ these theories of . 
secular development is that between the warranted rate of income 
growth, gw, and the natural rate of income growth, gs: Chronic un- 


employment occurs when gn < gw. Under these circumstances the > 


economic system cannot expand fast enough in order that expectational 
equilibrium can be maintained because it runs into a secular labor . 
‘shortage. Since ga8 < gw and gaB < y, there is a deficiency of planned 
induced investment to offset planned saving at a full employment rate 
of income growth. Now if the capital and. labor coefficients are not. 
rigidly fixed, i.e., the elasticity of substitution between capital and . 
labor is greater. than zero, a labor shortage of a truly secular sort 
should lead to some substitution of capital for labor. In other words, `` 
capital deepening might take.place and ameliorate the difficulty by 
raising gn relative to gw (abstracting from any possible unfavorable 
‘income redistribution effects on y via the elasticity of substitution 
between capital and labor). To the extent that this might take place 
in the secular long run, we need a broader theory of capital formation 
than that implied in the acceleration principle. We do not mean to 
imply, however, that whenever capital deepening is necessary to main-: 
tain a full employment rate of income growth in the real world that it 
will automatically be brought about by a fall in the interest rate, etc: 
Our’ position on these matters will become clearer below. 


Technical .Progress and Autonomous Investment 


Relaxing the assumption of a given production function we may con- 
sider the impact of innovations in techniques of production and organi- . 
zation. The acceleration principle can handle in a formal way the 
case where technical- progress does not change the marginal capital 
coefficient, B. However, we feel that at this point the analysis begins to 
break down. Harrod defines innovations as capital using, mate saving, 


/ 
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~or capital neutral, according to whether they raise, lower, or leave 
unchanged, respectively, the marginal capital coefficient, 8.** On this 
definition of innovations, a given innovation may be both Capital sav- 
ing and labor saving. It is probably the most appropriate classification 
of innovations from the standpoint of the capital theory underlying 
the acceleration principle. However, unlike other well-known classifica- 
tions of innovations, it does not place them in mutually exclusive 
“economic boxes.” Consequently, if innovations tend to be capital 
neutral, i.e., leave the marginal productivity ‘of investment unchanged, 
presumably one could still determine planned induced investment, J, 
by multiplying the relatively stable ex ante marginal capital coefficient, 
B, by the expected time rate of increase in real output, Y. But at the 
same time that these technical innovations are capital neutral, they 
are laborsaving, else they would not be innovations. Actually the 


‘ meaning of the acceleration principle becomes attenuated. Part of the . 


planned investment is really no longer of the pure induced variety; it 
does not depend on a rise in real output for its justification. Cost sav- 
ing investment is net resource releasing—in the present case laborsav- 
ing—and is profitable even at a given output level. (An individual firm 
may find it profitable to invest in order to lower its cost function.) 
One may formally take account of this circumstance and call such 
investment autonomous, A. (Harrod in his last exposition expresses 
autonomous investment as a constant fraction of the income level. 
Although the ratio of autonomous investment to the income level must 
remain constant if a steady advance is to be maintained, we prefer to 


just express it as an aggregate variable lest Harrod’s procedure suggest 


a behavior equation.) If we follow this procedure, the amended equi- 
. librium saving-investment equation (3) of the ADONE model system 
becomes 


-t 


(6) . YY =ßY +- A | l : 
-which gives for the warranted rate of income growth (or eee 
geB=y-A/Y), | 


| | o Y ol A 
a 2 e=7=7 F] 


Thus the net effect of this type of autonomous investment from the 


. standpoint of income generation is merely like that of any other “off- 


set to planned saving; while from the standpoint of labor productivity 
it tends to increase the natural rate of income growth, £n; i.e., it in- 


~ 


creases the “effective” rate of growth of labor services to the econo- | 


_- “Harrod, Towards a Dynamic Economics, pp. 22-27. 
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y omy. F Relation (7) ‘indicates that i in order for éxpectational equilibrium 
„to be maintained, autonomous investment, A, must also grow‘at a: rate 
equal to’ gw. From the standpoint of the rate of growth, so-called “au- 
_tonomous” investment is.no different than induced’ investment. Conse- 
- quently, its introduction ‘constitutes merely- a formal ‘adjustment SO - 
. far as steady advance is: coñcérned. Unfortunately, : there will tend to 
” be a secular PaT between A and the marginal capital co i 

efficient, B.. i - i 
i The reader’ S. attention is called io the purely formal: ‘ature of au- 

' tonomous investment in Hicks’s model system: (Cf. Hicks, op. cit.; espe- 
‘cially pages’ 59-62.). Domar-does not formally distinguish between au- 
' tonomoüs and induced investment: but he” recognizes the difference in. 4 
` his literal discussion. This procedure is probably followed- because heis. ` 
` mainly concernéd. with the steady growth rate and he Wishes, to try, to 
measure it empirically from ex post data. — 
2 Where capital using or capital saving innovations are- eee athe: 

acceletation. principle cannot be used as an investment function. The ` 
capital coefficient, 8, may: become a function of time and the’ model... 
will. have to be “complicated: 4 This -is also true in the case without’: 
| technical progress where the long-run elasticity of substitution between 
capital and labor is greater than zerò and the economy is confronted z 
with a secular: labor shortage., Bis is no longer a parameter but a func: 
tion of other variables.>  - ae a o 
oe Retuining to the concept ‘of the’ re rate of income growth, En 
it should be emphasized that it becomes a very: difficult concept. when 
- technical ‘progress is considered... Under: these circuthstances ‘ one will . | 
' find it to. be ‘higher’ than the autonomous..rate of labor force. growth ’ x 
.. taken by, itself. However, even with capital neutral innovations we do x- 
‘not know the rate of laborsaving’ involved until we know the rate of 

net capital formation., The degree. to' which. laborsaving innovations Ge 
reduce the labor coefficient is ‘not a furiction: of some proxy variable 
“called “time” but is intimately related to the rate of investment growth. 

“In other, words; technical , progress is embodied in capital formation.’ 
Just any” “Offset to planned | saving will not be.sufficient. This: constitutes, . 
‘a truth that we will do well never to overlook. For instarice, projecting | 

_ labor: productivity trends into the future is very: dangerous when the, | 
fatio of government, to private national: product’ must, be continually 
increased from. a. ‘secular standpoint, to maintain -full employment.” 

_ Nevertheless, there is, probably onë conclusion that may be made in ` E 
regard. tò the natůral rate of income. growth; ga, ‘under. conditions of: 

_ technical progress: it is very unlikely that gn < gw. Hicks: does not 

' even discuss the’ possibility that En <. bo but makes merely a few Te-. 
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vaneless ina footie about a constant or declining population, (Cf. op. 
cit.,.page-96, footnete 1.) cee 

' Stern”. and Fellner”. have- attempted to aike a estimates of < 
the aggregate capital coefficient, By for the American economy. These 
estimates are based. upon economic ‘time series data relating to net». 
capital ‘formation and -national income.. “Both, find empirical capital- 
income relations which give an: approximately constant: marginal capi- i 
tal coefficient, B, for the period 1879-1929. Unfortunately, the numeri- ` 
- cal values obtained: are merely ex post resultants of complicated. cyclical 
processes. In- other: words, what one ‘gets.is“an estimate” that is con- 

~ sistent with the average propensity to save rather than an approxima- | 
tion to some aggregate ex ante capital coefficient ‘for the economy. : 
This is the same old difficulty of trying -to estimate both saving and , 
- investment functions from the same set of statistical data by- methods ` 

` of single equation estimation. Any such estimates; of course; have to ` 
consider autonomous and induced investment as.an undifferentiated _ 
` whole. Analyticallý it may be. yery important to.makeé the distinction : 
because of the difference between the two types of investment on moti- 
vational grounds. N evertheless, the writer feels. that the estimates of.’ 

a capital coefficients for specific industries that are being’ made by ‘Leon-™ «. 
tief may be more meaningful. The latter may.have some predictive. 
value under ' certain conditions. The present. writer has undertaken _ 
some Similar estimates. Despite all the limitations involved, the results : 
are certainly. very suggestive in.a number of instances. . 


$y 


The. Aggregation Problem: Capital Formation and Shifts l 
in. the Composition of. Output’ er ae 


~ 


Cuing to the’ aggregation problem ad recognizing that the econ- “ 
l “omy ‘is not simply, a huge firm from the standpoint of investment be- 
havior, one is inclined to’ have -the feeling that (this type of macro- 
. economic secular theory is apt. to: be very misleading from the stand- : 
point of the capital formation process.. The aggregative -character of,-, 
- such theories is likely to be more'seriọus than in the case of the short- | 
. run theory- of employment. Income. generation’ via the multiplier proc-, ` 
ess is quite a generalized phenomenon as compared to investment. The. - 
latter represents usually a specific: increase in the productive plant 
~ capacity of some firm in a particular industry;' while the-income gen- ' 
` erating effects of such investment will be propagated far and wide ee 
throughout the economic system.” ca Every industry has its own secular 
eye T Mg “Capital Requitements in. Progressive Economies,” , Economica, 1945, 
Pri Fellner, op. cit., Table | 


* Cf. Evsey D. Domar, ‘ ae Losses, and Monopolies;” ‘Income, Employment ae ; 
Public Policy (New York: w. W. Norton & Comany, Inc. 1948), B p. 50. Ee 
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growth, time trend’® and perhaps income elasticity of demand. The 
capital coefficients for different industries and for different firms” 
within a given industry will vary to a substantial degree: Consequently, 


a specific rate of income growth for the economy as a whole may be ` 
‘associated with widely varying amounts of induced investment. The '- 


set of B parameters for the-economy will change over time due to such 
things as technical. innovations, relative factor price changes includ- 
ing interest rates, changes in resources, changes in the. degree: of 
utilization, changes in the ratio of product to factor prices, and ones 
in the degres of uncertainty. 

In .some degree, traditional business cycle analysis deals with 
many aspects of the dynamic processes leading to capital formation 
in the course of economic development.* This is particularly true of 
those patterns relating to microdynamic phenomena. Shifts in the 
composition of aggregate output constitute one of the major char- 
acteristics of the organic growth of progressive economies.’® No single 
theory can explain what causes the “first” shift (for example, the 


innovation model of the late Professor Schumpeter) but accepting the ` 


empirical postulate that shifts will occur as an economy grows, one can - 


easily explain how such shifts can lead to changes in aggregate de- 
mand. A relative shift from product A to product B will change the 
demand for capital goods.” This is likely to be true if the shift away 


from product A was caused by an increased relative demand for 
- product B. The investment in product area B will probably outweigh | 


that in product area’ A. In a specific year, the maximum disinvestment 
that could take place in A would be equal to the depreciation charge 
in that area while the entire capital stock in B must be formed in a 
relatively short period. The one important: qualification relates to the 
relative magnitude of the capital coefficients applying to the two prod- 
ucts. If the ratio of the capital coefficient in A to the capital coefficient 
in B were very great, this might swamp the process mentioned. This 


possibility is not very likely. The same argument may also be applied `. 


.to geographic shifts in the location of economic activity. In this case 
area A and area B refer to geographic regions. Provided there are a 
sufficient number of such shifts, generalized expansion may result or 


1° Many industries folow a pattern of soati which is well described by a Gompertz 
Maor. If we apply the acceleration principle to a specific industry the growth of which 
is so characterized, it is easy to see what this must mean to industries selling capital goods 
to the industry. Cf, Simon Kuznets, Secular Movements tn Production and Prices (Boston: 
Houghton Mifflin Company, 1930). 
"In the relation = (Y, B), B stands for the net effect of all the other determinants 
of the inducement to invest besides Ye a 
` See Gottfried Haberler, Prosperity and Depression, 3rd ed. (Geneva: League of Na- 
tions, 1941), especially Part II, pp. 257-455. ° 
o Cf. W. Fellner, op. cit., Table 5, pp. 126-127 and PUPPART II, Table 8, pp. 242-243. 
or op. cit., PP. 99-100. - 
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a contraction may be halted in. „the economy as a whole. Moreover, | 


the psychological repercussions underlying the Wicksellian cumula- 


tive process will tend to reinforce such an initial process, 3 This view 


of the capital formation, process accompanying economic development 


leads to the conclusion that the secular trend and the cyclical fluctua- 


tions of án economy are inseparable and that they are all part and. 
parcel of the same thing. Cyclical fluctuations do not just take place 
about some moving equilibrium which is: identified as the secular trend. 


Conclusions sa 


(tm this paper we have examined the notion of serene dynamic 
equilibrium employing the acceleration principle as a dynamic invest- 
ment function. This theory has been used to support the view that a 
private enterprise economy may be confronted with chronic unemploy- 
ment.. The conditions under which this is true are supposed to be ful- 
filled when the natural rate of income growth, gx,.is less than the 
warranted rate of income growth, gw. We have attempted to show that 
this conclusion rests on the meaningfulness of a very specialized type 
of capital theory; namely, the postulates underlying the principle of 
acceleration) This variant of capital theory is unable to deal with the 
processes stressed by the Austrian capital theories: changes in the 
degree of capital intensity per unit of output. In the long run, substi- 
tution effects as well as scale effects should be possible particilarly 
when capital formation is accompanied by technical progress. 

Even in the-case where gn 2 gw, this specialized capital theory used — 
as a structural relation in the dynamic model system we have. been 
discussing is quite inadequate for a “progressive equilibrium” theory. 
This is true, not only for the above mentioned reasons, but also because 
such’a view of the capital formation process is unable to deal with an 
important aspect of economic development. We refer to changes in the 
composition. of output for whatever reason. One cannot say that if in- 
come grows at a certain rate, a certain aggregate amount of invest- 
ment will be induced, provided we know the value of the marginal 
capital coefficient, f. Macroeconomics i is very precarious when put .to 
such a use. 


The essence of the prolomit is this: the secular long-run notion is a - 
“clock time” period rather than an analytical period. It'does not have _ 


independent existence from the short-run cyclical fluctuations experi- 
enced by private enterprise economies. Thus, no long-run capital theory 


_ of the traditional sort—least of all that implied by the acceleration 
` principle—can serve ds a building block in a framework concerned ` 


with sustained full- emplóyment in a progressive economy. We AEN 


l = Fellner, op. cit, P eei IV. 
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an eniiely different type of investment theory—one concerned: with 
uncertainty and liquidity among other things.?* This means a substantial 
difference as to where we look for the causes of protracted depressions. 
‘In conclusion one may say that one of the important contributions 
of the recent discussions of aggregate dynamic equilibrium is their.em- 
phasis on the necessity for continuously increasing aggregate. net in- 
vestment if we are to maintain full employment and economic progress. 
If we can avoid great. economic instability via the generally agreed 
‘upon fiscal and monetary policies, the degree of uncertainty associated 
with investment decisions will be substantially reduced and the aggre-. 
gate rate of investment growth will probably. be higher. Removal of 
certain. institutional barriers to competition will also help.as a long- - 
run matter. Although the capital theory implied by the acceleration 
principle is quite inadequate as a basis for policy conclusions relating 
to whether we will experience chronic depression or not, the use of the 
acceleration principle on a microeconomic level may be fruitful. Future 
developments i in the estimation of empirical capital. coefficients in the © 
context of the Leontief -matrix should provide a somewhat more mean- 
ingful approach to the problems with which. the concept of aggregative 
dynamic equilibrium is concerned. 
“One of Professor Knight’s greatest ‘contributions to economic analysis, in the writer’s 
opinion, is ‘his concept of uncertainty. Decision making under true uncertainty is not differ- 
ent in degree as compared to that under certainty, it is different in kind. The full implica- 


tions of this for the’ theory of investment: and liquidity have only begun to be realized. 
As a matter of dea it-requires substantial revisions in most every field of economic theory. 


` 





THE VALUATION OF BUSINESS CAPITAL: . `- 
-> "AN ACCOUNTING ANALYSIS >, 


By. Maurice Moonntz" 5 
f University of California = 

The inability of modern ‘accounting procedures to provide a satis- 
factory measure of either business capital or business income ‘is no- 
. torious. “At least as long ago as 1927, a formidable attempt was made 
by F. Schmidt, writing .in’ the Zeitschrift fur Betriebswirtschaft, to 
erect the shortcomings of- accounting into-a. major causatiye factor in 
busineés cycles. More recently, i in 1948, the American Institute of Ac- 
< countants organized a three-year: research ‘project ‘under the title of : 
‘the Study Group on -Business Income, a ‘project brought ‘into being pri- 
marily as the result of the impact of a sharply rising. price level on 
the validity of the results. of the: “accounting process. — - 

- “The nature of the dissatisfaction with these results may. ‘be stated 
briefly in the form of a series of charges or allegations; namely, (1) 
ina period of rising prices, reported profit is higher than “actual” 
‘profit; in some cases there may be no profit at all in the’ “real” sense; 

<- (2) in a period of falling prices, reported’ profit is lower than “sctual” 
profit; reported losses are greater than “actual” losses, and, in some 
_ instances,. there may be no actual loss, at all; (3) "in the case of strong 
Or successful concerns, that is to say, those which continue,to operate 


at a profit over a considerable span of tinie, recorded capital i is under-: 


'_ stated, whether meéasured by: ‘total assets’ of the concern or by its net 

worth: In the ` casé of meas or unsuccessful concerns, one capital 7 

` "Is overstated. 

An important: oe effect of ter characteristics i is a tendency 
for the reported rate of return to be exaggerated i in a period of rising- 
. prices ‘and to be understated i in'a period of falling prices. To the extent; 
then; that the results of. the accounting process influence the-decisions 

- and actions of individuals and groups, the validity. of modern account 
ing procedures is clearly of importance: .. . 

The present paper is primarily an exploration of. the reasons for the 
results’ which accounting procedures do produce; ‘in ‘addition, certain 
‘suggestions for improvement of those procedures will be offered. The 
‘method employed will be that of accounting analysis: that is to say: 
(1) the focus of attention is an individual business unit, privately 
owned and operated, not the industry. of. which that unit is a part, nor 
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. the broad social aggregates which are the centers of attention in gudes 


of national income and wealth; (2) attention is paid to both financial 
position and results of operations: that is to say, both “stocks” and 


“flows” are considered, and it is taken for granted that the two are. 


intimately and irrevocably interrelated; (3) the effects of uncertainty 
occupy a central position in the analysis: An alternative way of ex- 


pressing the same point is to emphasize the need for nap eevee evi- - 


dence in order to perform an accounting analysis. 
It should be emphasized that this “accounting” analysis is not in 
conflict with economic analysis, in the sense of a conscious or deliberate 


antagonism. Historically, the two disciplines developed independently. 
of each other; it is only relatively recently that the two fields. have’ 


begun to coalesce or to merge. Both disciplines have had numerous 
problems in common, viewed. from different perspectives. As a conse- 
. quence there is some overlap and considerable difference of emphasis. 
. It is the difference in emphasis, of course, which -gives rise to an ac- 


- counting analysis distinct in certain features from an economic analysis , 


of the same problem. 


7 m | 
In this part of the analysis, it is assumed that the price level is 


reasonably stable; later, this assumption will be dropped in order to 


assess the effects of a change in money as a standard of value. 





A business concern is an entity formed for the purpose of obtaining ` 


revenues for its owners. This purpose is characteristically fulfilled 


. through investment in types of assets which can be transformed into - 


receipts from customers. We therefore have the existence of two fac- 
‘tors; namely, (1) receipts to be had in the future, normally in the form 


of cash, occasionally i in some other form; and ( 2) instruments or tools. 


(assets) of various types, performing functions useful in obtaining 
those receipts. 


To account for these- fundamental factors i fn their pristine form is | 


not difficult, requiring merely a classified record of cash receipts and 
disbursements. For the entire life of a business concern, we may then 


readily measure the profit or loss to its owners. This calculation re- ` 


quires but two steps: (1) Add up the total amounts received by the 
owners from the business during its entire life. In the case of a cor- 
poration, this will usually be the sum of all property dividends paid by 
the company, plus the amount of any final liquidating distribution. 
(2) From the sum of amounts received, deduct the amounts paid into 
or invested. in the business by the owners during its entire life. If the 


_ 


—_ 
. 
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remainder 1 is positive, a profit has emerged; if negative, a loss has been: . 


sustained. z 5a 
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' But the results of such a calculation are not of much significance ` 
except for business concerns with extremely short lives. In the usual 
case, the fact that profit determination by a comparison of money | 
movements must await final liquidation of a business limits sharply the ` 
usefulness of this procedure. It has, however, the important advantage ~ 
of finality and definiteness; in fact, it might:even be asserted that it 
is the only method of profit one that can.conceivably be. free’ 
of error. : 
For segments of the life of a business unit, however, the method 
-sketched above leads to obvious absurdities. In the early years of-the 
life of a business, for.example, the owners make relatively heavy in- 
vestments but receive little or nothing in the way of returns. We do not 
therefore.conclude that they have sustained a loss. It is consequently : 
necessary to have a procedure more sophisticated than a record limited 
. to cash receipts and cash disbursements if we are to account adequately © 
for a business unit..The case of practical importance, and therefore of 
theoretical interest, is that of the measurement of periodic profit fora - 
going concern; that i is- to say, for a business unit which is-expected to 
‘ operate into the indefinite future. 

In the face of certainty as to the future, an interesting result emerges - 
—a result familiar and commonplace to economists. This is the logically 
correct result.that periodic profit becomes identical with interest on the 
investment in the enterprise at the beginning of the period under 
scrutiny; furthermore, the rate of profit or of interest is the same, 
period after period. Under the capitalization principle, assets in total 
acquire a value equal to the discounted value of future receipts flow- . 
ing to the enterprise from customers; debts, in total, acquire a value. 
equal to the discounted value of the future disbursements a the 
concern must make to outsiders. . 

The significant corollary to be derived from these E E is 
that all assets become receivables, since they all are merely the reflec- _ 
tion of a stream of future receipts on the march toward the concern— 
receipts whose magnitude and time distribution are known. 

In the world in which we live, all assets do not, of course, assume the 
form of receivables. But the preceding analysis is still of some impor- 
tance because réceivables do play an-important part in financial posi- 
tion. Present- day accounting follows the capitalization principle in its 
practices with respect to purely financial transactions evidenced by 


formal documents, such'as bonds, notes, mortgages, etc. In the case of » l 


all ordinary trade receivables and payables, the effects obtained by con- ` 
‘ ventional accounting procedures approximate closely those which would 
follow from a literal capitalization of. foreseeable future receipts or dis- 
bursements. Furthermore, as uncertainty decreases in other directions, 
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accounting procédures exhibit a strong tendency’ to move closer to the 


_ use of diréct valuation\methods. For example, in connection with cost- _ 


“te 


plus-fixed-fee contracts, the recommended procedure today: calls for . 


‘the valuation and classification of'the work done on these contracts . 


as receivables rather than as components of work in process. (Cf. Re- 


` search: Bulletin No. 19 of the Committee on Accounting Procedure, 
. American Institute of Accountants, New York, 1942.) | ‘ 


The assertion can theref ore ‘be hazarded that, in principle at any rate, 


. there is nothing seriously wrong with accounting procedures bearing 


upon receivables and payables and the financial items generally, and 


‘that consequently, to that extent, the measurement of enterprise capital | 


and profit is satisfactory. But the importance of this assertion is con- ` 


_ ‘siderably lessenéd when we recognize that the items under discussion, _ 
namely, the bonds, mortgages, notes, etc., are precisely the items which 


are properly omitted in estimates of national wealth. Within a closed 
economic system, these evidences of-a debtor-creditor relationship dis- 


appear as evidences of real wealth. 


With respect to most of the operating assets—the ones usually ae 


. fied as inventories and fixed- assets—present-day. accounting does not 
follow the capitalization principle, nor do the procedures employed -` 


approximate the results obtained by way of this principle. As a ‘conse- 
quence, in this areais the locus of. the alleged inadequacies of modern 
accounting procedures. . | 

- As indicated above, accounting procedure annie the capitalization 


principle, or a close approximation to-it, with respect to receivables and 
‘payables. But the receivables and payables récognized in the records 


do not reflect the entire stream of ‘cash receipts and outlays’ which 


the future will bring; they reflect only those which can be seen, which’: : 


can be measured, and, which have a high probability of fruition. This ` 


- “horizon” of accounting may be distant; it‘may be near; it is rarely if 


ever distant enough in all- directions to _make the recorded value of 
enterprise capital as accurate as might be wished for. Thus, a business ° 


' concern may hold as an asset.a government bond maturing fifty years’. 


' hence; ‘the accounts will accordingly: reflect a valuation: of all the 


amounts promised by that instrument—the horizon is fifty. years, The 


` same concern may sell output on thirty-day terms; its receivables from - 
customers will reflect uncollected amounts (future receipts) from sales 


made i in the recent past: Even allowing for delays in payment by cus- ` 

tomers, the horizon here is nót likely to be more than a year into the 
future. Not recognized at all as receivables in the-accounts will be the 
succession of. cash receipts to be collected from customers as.a result 


of sales of the future; Oe time ial et) and es magnitudes of eer 
/ 
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in receipts ordinarily are too uticertain to serve as a basis for recog- 
nition as part of existing assets or enterprise capital. -A siinilar situation E 


‘exists with respect to future cash outlays aş part of existing liabilities. 


Instead of these future. receipts’ themselves; we’ find a record of the | 


‘investment made in the tools for their generation or procurement. ‘Raw 


‘materials, work in process, output. awaiting sale, ‘instrumental goods- 


such as buildings, urban land; machinery, and equipment of all ‘types 
represent the components of business capital which are includdble in 
computations of aggregate wealth. These assets are not canceled in the 
- process of summation of the total capital of the community. 


‘This is the area in which accountants: are forced to look backward 


and. forward, at one-and the’ same time. There i is the desire, on the one 
;hand, to'remain within the protective embrace-and: presumed safety of 


- cost, consistency, and conservatism—to cling to the record.of past out- - | 
lays:or-firm contractual commitments. There is, on the other hand, the 


knowledge: that investments in materials. and fixed assets are. made ‘in 


the expectation of future- receipts from customers; that accordingly - 
their value is somehow influenced by. those expectations, and that in 


any event no investnient in these items.can ever be worth more than 


the capitalized value ‘of the receipts they. will help bring into`the con- 


_ cern. As a consequence we are forced to make a prediction’ with respect 
.to each of these assets; namely, that future receipts, attributable in 


part at least to the. item in. question, P: be a to or A pen 


the value assigned to that item. ` 
This indefiniteness and uncertainty i is Sufficient reason for the prac- 


. tical rules of cost, consistency, and conservatism, And of thesé three, ` 
the most influential i is conservatism, In accounting procedure, conserva- | 


_tism means the avoidance of overstatement of assets, even at the risk 
of gross understatement, the’ avoidance óf understatement of debts, 


even at the risk of marked overstatement; and the avoidance of over- 
E. statement of proprietary equity and periodic profit. That these objec- 
a -tives are ‘oftentimes, inconsistent and perhaps even contradictory ‘is 


widely . recognized (and: illustrated in’ the discussion to follow), ‘but 
nevertheless. conservatism prevails, -at least as a rule of conduct. His- 


torically this bias was undoubtedly useful in neutralizing’ the tendency : 


_ of a businessman to overstate his profits and his net’ worth in order.to 
make a better impression with creditors ‘ahd, absentee ‘ owners. At the 
present time, however, with income tax rates at high levels, the incentive 
is ‘probably i in the other direction; so: that the- traditional rules of con- 


servatism may actually be dangerous, Recently, trade unions have made. 


_ -much.of the level of corporate edrnings in Collective bargaining negotia- 


tions, adding more. meEnUVE, for: management to choose the a T 
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rather A the larger figure. tú the interests of Kadonabiy accurate 
profit determination, it might be well for accounting to discard its con-. 
servative bias altogether. 

Under the influence of -conservatism, a restricted definition’ of ost: 
has been employed by accountants. ‘Th the first place, “cost” is’ 
ordinarily limited to cash ‘outlays made or promised to acquire the 
item in question; in other words, the elements to be recognized must 
preferably be direct costs of the item, or related to it in some fairly 
obvious fashion; and these must be based upon objective, verifiable 
evidence. In an uncertain world, these are harsh terms, indeed. Im- 
mediately apparent, then, is the fact that most “overheads,” or indirect 
costs, including interest, will be omitted from the recorded costs of | 
assets; instead, these indirect costs will be considered as current ex- 
penses. In addition, because of the emphasis on explicit, contractual 
costs, certain important imputed costs, such as-interest.on proprietary 
capital, are ordinarily omitted altogether; instead, elements such as 
imputed rents and interest are buried in profit calculations. . 
Certain general effects of conservatism may now be indicated, still 

within the general framework of a reasonably stable price level. © 

-1. Costs assigned by accountants to inventories and fixed assets are 
likely to be understated because of the restricted definition of cost 
employed. To this extent, then, recorded net profit will be understated 
during the periods when investments are being made; that is.to say, 
when a concern is expanding; recorded net profit will be exaggerated in 
later periods when these understated assets are converted into receipts 
from customers; throughout all relevant periods, the recorded capital 
or net worth of ihe concern is understated in varying amount. In brief; 
profit will be shifted in the records from the earlier to the later periods. G 
There can, of course, be no systematic, regular understatement or over- 
statement of profit from this cause. To the extent that currently re- 

_ ported high profits are the result of conservative accounting practices 

of past periods, they represent corrections of understated profits in ` 
those bygone years. The case of war plants later converted to civilian 

‘use comes to mind. The investment in them, in many cases, was written , 

' off as.a cost of wartime operation and was not reinstated in the postwar 

years. As a result, net profit in recent years has been overstated, thereby 
compensating for the understatement of reported wartime earnings. 

No invocation of a rising price level is needed to explain this behavior. 
Uncertainty in the war years as to postwar prospects, plus favorable x 
income tax treatment, is sufficient explanation. But the result still holds; i 
namely, understated profit from this source in the war years, overstated ) 
profit in the postwar years, and exaggerated Gi rate of return 

on an understated capital total. 
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2. Conservatism also dictates: that certain costs, even though. explicit 
‘and verifiable, be denied status as investment in assets. Instead they 
are immediately classed as expenses. The reference here. is to costs 
incurred in developing future markets by. means of advertising, brand 
names, trade-marks, and other promotional devices, or in developing 
improved operating methods by means of research and developmental 
work in general. Again, the rationale of the accounting procedure is 


clear; uncertainty is rampant in this area but so are the results; namely, . 


_ that valuable assets in which costs of a type recognized by accountants 


havé been invested are omitted from the asset list. Hence, the recorded 


capital of the concern is understated. _ i 


3. A third effect, tending to understate recorded capital, flows from 


a failure to record future cash receipts, except as they assume the form 
of enforceable contracts with outsiders. Thus, inventory items are 
usually carried at acquisition or fabrication cost, narrowly conceived, 
until sold. At point of sale, all the growth (increase, accrual) since 


acquisition is reflected; so that recorded revenues in the period of sale ` 


contain the value accretions properly assignable to earlier periods, If 
the rate of inventory turnover is high, this characteristic is not serious. 


If the rate of turnover is low, the distorting effect of conservatism may. ’ 


be pronounced. Parenthetically, it should be noted that, since we assume - 
a reasonably stable price level, these conclusions hold whether inven- _ 
tories are carried on a first-in, first-out basis, a last-in, first-out basis, - 

_ or an average cost basis. If prices do not ‘change much, substantially 


the same results emerge from the use of each method. 


Beyond the inventories now on hand or in process is an endless . 


stream of future output, of future sales to customers, and of future 
receipts, as well as the related future outlays necessary to secure those 
benefits. But the books ordinarily reflect none of this, except in the 
form of investment in materials and supplies and in the fixed assets. 
The services of the fixed assets in particular may not be converted into 


receipts from customers for many years, Meanwhile the accounts will 


reflect those services at cost, again narrowly conceived. Their full 
growth and fruition will not be recognized until the period of the sale 
of the output‘ into which those services have been incorporated. As a 
consequence, we find a tendency for’ revenues to bè exaggerated, on 
the one hand, by reflection in period of sale of all the growth accruing’ 
to the item sold, and for revenues to be understated, on the other hand,. 


by the failure to reflect at all the ome accruing to the items to ‘be. 


sold in the future. È 
-Occasionally, especially when a concern is sold as a unit, these. future 


events are recognized explicitly and paid for—a' payment frequently. ` 


ee as good will. The manner in which these good will balances 
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- are treated in dhe records is certainly not uniform. Suffice it to say 


that even in the relatively few cases where good will values are based. 


upon “objective” and “verifiable” investments, a strong tendency exists 
to reduce the good will amount or eliminate it entirely from the records, 


again understating reported capital investments. As John B. Canning © 
observed many.years ago, it is best to interpret the asset total of a. 


concern, even where the records are kept according to the best cur- 


“rent practice, as an index of its resources rather than as an absolute ` 


‘measure of its wealth. And it is one of the attributes of an index that 
its relative movements may be-of significance, whereas its absolute 
- height is ordinarily of minor consequence. ' 

i l i TE 

i II 

_ Against a backdrop of a rising price level, the distorting effects of 
conservative accounting practices, sketched in the preceding section, 
become intensified. If not greatly modified, these practices lead to 
serious distortions in reported profit, capital, and rate of return. 

To interpret the significance of a rising price level requires some 
forecast of its level at the dates on which receipts from customers will 


occur. Moderate rises, followed by moderate falls, create no serious ` 


problems, at least on the accounting level. We therefore assume that 
the price level has undergone a significant rise, as in fact it has in the 
last decade, and that it will either continue to rise or will stabilize at 


or near its present level. It will not, however, decline substantially i in 


the foreseeable future. 


' With respect to inventories, current market prices measure expected. 


realization fairly well if the rate of inventory turnover is high. If, how- 
ever, the period of process is long and the rate of turnover is low, some 


_ forecast of future market prices is necessary. The difficulties of making - 


this forecast may dictate the use of present market prices as the best 
. guess available. The choice of present market prices, however, implies 
a forecast that future prices, will not be substantially higher or lower 
than present prices. It is in this area, and in connection with this prob- 
lem, that some concerns have adopted “normal stock” methods of pric- 


ing inventories (e.g., last-in, first-out; base- stock). These methods at’ 


best may exclude some capital adjustments from income calculations, 
but only at-the price of excluding capital adjustments in their entirety 
from the records. This is, of course, why the valuations attached to 
inventories by many concerns employing normal-stock methods are so 
grossly understated as to be absurd in terms of current prices and 
_ prospects. 

With respect to fixed assets, there are formidable barriers in the way 
of realistic revaluations in terms of enhanced realization by. way a 
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conversion into eis output. in the future. Although sound | in prin- | 


ciple, imputed valuations of this type are, probably statistical impos- 
sibilities. Accordingly, reliance may. be placed upon replacement or 


reproduction costs: specifically, the current costs of replacing or re-. 


producing the, services; not the instruments thernselves in the form i in 


which they now exist. This emphasis on services- rather than on instru- 


ments is required, of course, by the presence of technological change. 
As a crude substitute for specific (and expensive) studies of the replace- 
‘ment ‘or reproduction costs of fixed assets, indexes of construction 
‘costs might well be employed in order to bring the recorded invest- 
ment up to date. Not to be urged at all for the accounts is the practice 
of deflating current, data, to carry it back to some base period. We.are 
_ living and acting in the present and the future, not in-the past. We need 
data relating to current and future conditions. To restate current data 
into terms prevalent in the past imposes upon us the additional: task 
of retranslating them into terms prevalent i in the ea before they 
can be interpreted and used.” 

Ih summary, it seems clear that even in the presence ee a reasonably 


stable price level, modern accounting procedures have ‘been unable to _ 


overcome satisfactorily the uncertainties inherent in business activity. 


Under the unsettling:effects of a prolonged major rise in the price level, 


the prospects of a satisfactory reflection of business capital and income 
diminish sharply. Much can be done, of course, by accountants them- 
selves to improve defective procedures. Considerably more could be 


done if all of us were given the needed respite of a moderately stable 


price level. 
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1S “equilibrium rate of interest” appears in many. Meore sys- 
tems old and new, but its precise meaning is all too frequently left’ “` 
ambiguous. (The. concept may, in fact, have a number of different:mean- _ 
ings, depending upon the naturé and purposes of the system in which it ’ 
plays a part.) This paper discusses briefly a few of the possible inter- - - 
pretatións which can be placed upon an “equilibrium” rate and suggests 
some of the theoretical difficulties inherent in them. - : 
The idea of equilibrium in this context, as in its broader applications: 
to ptice theory, may vary by degree from partial to general and from 
. short run to long run. It is further complicated by distinctions between 
-rates of return on real investment and rates of return on many varienes 
` of contractual claims in the loan and security markets. 
_ I shall begin with the consideration of the rate of retir from invest- 
ment in some specific industry, the product of which represents only a 
- very small fraction of the total national product. ‘This fate, of return 
on each: increment of investment in new productive’ capacity: for the `. 
` industry would be measured by the prospective annual yield net of o 
all costs including depreciation divided. by the cost of constructing the | 
_new capacity in question. Under such conditions it is commonly as- 
 sùñed that thi i fall as successive incre- - 


ments of investment are EA and that this falling prospective yield 
places a limit on the extent of, new investment which will be made in” TE 


the industry. The rate of return tends to fall because increased quan- ~: 
' tities of output can be sold’ (at least after a certain`point) only at’a 
‘lower price, because at least some of.the inputs of the industry may be - 
` obtainable in increased quantities only at higher prices, and- because 
after a point, economies of larger scale (if any) will not be sufficient | 
to overcome the two above influences.)If rational or economic behavior’ 
onthe part of the investor can be~assumed, an equiibrium, can be 
defined for the industr at a' point where the prospective net yield ofa ` 
further increment -of investment equals the “going” rate ct interest - 
allowing for a risk ‘factor appropriate to the industry. i in question) and 
where marginal expenditures are proportional to marginal productivities 
for all inputs used, It is clearly a partial equilibrium depending upon 
_ ceteris, paribus assumptions including given demand for the product, 

. given supplies of inputs, given’ Pea a given going ı rate of inter- 
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est, and a given attitude on the part of investors toward investment in 

this or any other industry and toward bearing risk. _ j 
This equilibrium. concept becomes more general when it is assumed 

that investment in all industries and fields will be carried on until 


prospective rates of return with due allowance for differences in risk - 


equals the going rate or the market rate. 
` Ideally, then, the going or market rate serves as a guide for the eco- 


position the z rate of return at the margin of all lines of investment would 
= reach a common level. This equilibrium also depends upon a set of 
given conditions including tastes for all goods, incomes, technology. in 
all lines of production, supplies. of productive resources, stable monetary 


nomic allocation of new investment resources since in the equilibrium . 


conditions, constant attitudes toward risk, and a given market (money) 


‘rate of interest. If: any of these sets of given conditions changes, a 


process of adjustment with a generally predictable direction toward a. 


new equilibrium would be set up. A change of tastes would, for example, - 


~ lead to disinvestment from the industry whose returns have been re- 


. duced below the equilibritim level as a result of a shift away from its - 


„product, and to new investment in the industry favored. by increased de- 
mand, New technological discoveries which increase prospective-rates in 


a givén industry will attract new investment until exploitation of the . 


new opportunities again brings rates of return there into conformity 
with the equilibrium level. Under these assumptions, if,such-an equi- 
librium were reached or closely a approached and the market rate were 
then significantly reduced by action of the government or the banking 


system, a general increase in the pace of new investment would follow 


until investment had once more pushed the prospective rate of return ~ 
to the level of the market rate. This process is essentially that con- 


templated by Wicksell in his theory of the relationship between the 
natural” and the “market” rate.” Important among the questions which 
\arise at this point are those concerning the determination of the market 


‘rate or rates and those having to. do with the causes of a Supposed - 


declining real rate òf return to investment generally as new investment 
proceeds, as distinct from the causes of a declining rate of yield to suc- 


cessive increments of investment in some given industry or small seg-_ 


ment of the economy. 


| _ If the market rate of interest were EET þy forces which are 
more or less independent of those determining the rate of return on 


real investment, an equilibrium could be set up in which new invest- . 
ment in general i Is pushed to the point where its prospective ma arginal- 


yield. equals the m ssentially as stated above. The: liquidity `` 


Ic Krit Wicksell, Interest and Prices, translated by R. F. Kahn doado Macmillan, 
1936), 1-9. l 





he f oe eae | 


18 7 | AMERICAN ECONOMIC ASSOCIATION - Lo 
. preference theory of interest and the marginal efficiency of capital play 
essentially this role in the Keynesian system. The -conditions'would > - 


‘also be met if the market rates were rigidly set by the government or 
‘the banking: system, thus establishing an “equilibrium” based upon’ 
administrative decision. a" eo, Ae 

On the other hand, on the common assumption that the market rate 


or the structure of market rates is in large part determined by the rate’ 
. of return on new investment, we arrive at- an equilibrium of a differ- — 
+d 7, Soe ea aT ee a gy ees ones ae oe f 
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© Let us first examine the conditions under which it is reasonable to 
"assume that market rates depend upon “real? rates of return. We may 
begin with the common-sense observation that market rates“ (or the . . 
prices of securities and claims) are immediately determined by the 
supply.and demand for loanable funds (or the supply and demand for ~. 
securities and claims). Changes in the prospective yields of real invest- > ` 
‘ment would affect the market rate primarily through their effect upon: / 
‘the demand for funds, although it should be: noted that when the real 
‘rate rises, for example, some loanable funds which would otherwise 
have appeared as part of the supply on the loan market may be diverted _ 
to the more profitable real investment-unless lured to the loan market _ 
by higher rates. Thus the degree to which real rates determine market 


' rates will be greater the more directly the prospective rate of return, 
on investment is related to the demand for funds, the more elastic is the’. 


demand for funds for the purpose of real investment, arid the greater — 


is the. magnitude of this demand relatively to the demand for loans’ -’ 
for all other purposes; e-g., for the financing of consumption and for’ — 
the financing of governmental deficits. The first of these. conditions 
. depends. partly upon business psychology andthe extent to which 
`- businessmen typically do borrow to invest when prospective real rates 
rise. The second condition is more fully met. the larger the amount 0“ 
_ new investment which can be undertaken after a rise in prospective 
real rates, without causing a’ substantial drop in that prospective rea) 
‘rate, at least within a reasonably short period of time. If this invesf- 
| ment demand curve is very elastic, then ‘the supply of loanable funk - 
_ can shift very considerably in either direction without producing an), 
marked effect on the market rate, and it would thus be true that the 
investment demand curve reflecting the prospective real rate of return 
_ dominates or determines the market. rate. The third condition merely 
`. states that if investment demand is a very large proportion of the total 
demand, it will dominate the demand side of the loan market with rates `- 
-. on loans for other~purposes conforming to rates paid on investment: 
loans rather than vice versa. > 0 ST 
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Iis we grant these conditions and, assume: that maei rates depend i 
primarily upon real rates, allowing always. for important: differences in - 
rates on different kinds of loan contracts. due-to such. elements as risk- 
and expense, we can define an equilibrium - ‘among rates on various ` 
assets and claims, but there is no basis for defining an equilibrium level 
for all rates imless we introduce some reasonably stable over-all limita- _ 
tion to ‘further accuzhulation of .real capital (and to the creation of - 
funds) and to further decline i in rates beyond some- given level. Before . 
passing on to this very long-run concept of equilibrium, I shall offer 
a: few further ‘comments upor the idea of an equilibrium among rates. - 
Under this concept, the marginal advantage of holding each type of ; 
asset including cash balances and consumers’. durables would be equal 
‘to that of every other type of asset for’all marginal buyers, séllers, and: 
holders of assets. In ‘other words, ; this’ equilibrium would be reached 
‘when no one would -have any incentive to try to shift his holdings from’ 
‘one form to’ another so long as existing-rates ‘of return on. each form 
continued unchanged. The common level of rates (or abstracting from 
differences in risk and transaction cost, the common rate) so éstab- 
‘lished would be one of the magnitudes in .a system of genéral equi- 


~ 


librium in-the Walrasian sense if at the same time all commodity | | 


markets were'in equilibrium and if the level of aggregate- income and 
the quantity of rhoney -were constant; This- equilibrium level of rates l 
would move through time in response to the net accumulation of capital, > 


_ technological change, - the discovery of new resources, increase of popu- ` - 


` lation; and similar ‘changes. As rates on any particular form/of asset . 
adjust to the rest after some particular disturbance, ‘they would be. 


performing their function ‘of allocating resources (except insofar as = 


` monopolistic restrictions which if they dre stable may be incorporated . 


-- in the definition of the equilibrium position prevent optimum resource . | 


allocation through this process), but as individyal rates adjust toward . 
the-common level, that common level may-itself be. changing, No simple . i 

> stable demand and supply: relationship determines an equilibrium level 

_ of rates of return on capital generally. The equilibrium level here de- - 

_ scribed is approached merely. by the mutual’ adjustment ,to each other . 
of rates on various assets'as a result of ‘the rational efforts on the part 
_of asset owners ‘and accumulators ‘of capital to maximize their yields. 
The nearest one can approach to a simple theoretical explanation of 
this level is to say that-the expected marginal rate of return on'real 
capital assets defined as the ratio of net yield to construction cost sets . 
the level since this form of-asset is quantitatively far more important P 
than any other, ahd that, onthe whole, marginal productivity of new 
investment Is determined largely by technological conditions. and the 
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total quantity of capital which has already been accumulated i in 1 the | 


economy.’ 
Very important in the older literature on capital theory is the TA 


of a long-run equilibrium | level of the rate of return. on investment. 
which would be high enough to induce maintenance of existing capital. 


but not to induce further accumulation. The first question which arises _ 


in a discussion of this concept of equilibrium concerns the reason or 
reasons for the secular decline in rates of return toward the equilibrium 


level as capital accumulates.” Long-run diminishing returns to new in<’ 


-vestment cannot be explained in terms of the principle of diminishing 


marginal utility ( gradual approach to a.satiation of wants or diminish- 
ing utility of goods in general as more are produced) because any al- 
leged decline in the marginal utility of the goods or services yielded by 
new capital would be accompanied by.a fall in the alternative cost (in 


_ terms of utility) of producing the capital goods themselves, thus leav- 


{ 


ing the ratio between yield and cost of construction of capital un- 
changed. On the other hand, the principle of diminishing physical re- 
turns can be applied to new investment in general only with careful 
qualifications. The concept is usually applied to a case in which the 


marginal productivity of a specific productive agent falls as the quan- 


tity of it used in a process increases relatively to the quantity of other 


agents used i in the process, the latter usually being assumed -constant.. 
But capital in general and new investment in general are very Pa 


 1Theré has been considerable disagreement over the importance of the pace of new in- 


vestment in determining rates of return on new investment; i.e., “the marginal efficiency 


of investment.” There appear to be three plausible reasons for assuming a negative func- ` 


tional relationship between the rate of return and the pace of new investment. These are: 


(1) the increase in the prices of investment goods resulting from an increase in investment 3 


activity; (2) the lower efficiency and productiveness of new assets when the quantity of 
new investment, stimulated, for example, by the availability of funds at low rates of 


interest, runs ahead of adequately. worked out plans for the most effective utilization of - 
“new assets; 'and (3) the fact that at any given time there is a wide range of possible fields 


of investment in which widely differing rates of return can be expected, more of which 
would be undertaken if interest’ rates are low than if interest rates were high. The’ first 


two of ‘these actually relate the rate of return not to ‘the absolute volume of new invest- - 


ment per unit of time but rather to the degree of unexpected increase (or decrease) in 
investment activity over immediately preceding periods. The third amounts merely to saying 
that at any time there is a negatively sloping aggregate demand curve for loanable or 


- Investable funds when, a3 is always the case, an equilibrium among rates on all lines 


of investment is not in fact realized. The moving eqiulibrium level of rates mentioned 
above would probably. be disturbed’ by significant changes in the pace of investment 
induced by, such influences as governmental monetary or fiscal policy ór general changes 


‘in investor psychology, but ‘such disturbances are probably relatively temporary. Professor 
. Hayek has recently indicated his belief that changes in the pace of investment may lower 


rates of return and maintains that even in the short run the rate of time preference sets 
a minimum “equilibrium” level below which these rates of return will not fall. Cf. F. A. von 


Hayek, “Time Preference and Productivity, A Reconsideration,” Economica, February, 


1945, pp. 22-25. 


” For earlier discussion of this problem and some of thé others to be touched upon below, ` 


see E. Hagen, “Capital’ Theory in a System with No Agents Fixed in Quantity,” Journal 
of Political Economy, December, 1942, pp. 837-859; and Frank H. Knight, ‘ 
SEUES from Investment,” Journal of Political Economy, March, 1944, pp. 26-47. 
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concepts. Current income can be devoted to the.production of addi- | 


tional capacity in almost any form, including not only the buildings, - 


machines, and stocks of materials, etc., which have always been in- : 


cluded in the capital concept, but ‘agricultural, mineral and timber 
resources, the productive talents and skills of human beings,* and tech- 
nological knowledge. In other words, it would be difficult to find any 
significant class of productive agent which is fixed in supply and which 
would serve to explain diminishing returns to investments in those 
agents which are increasing in quantity: If new investment increases the 
quantity of some classes of agents, this may raise the prospective yield of 
other (complementary) agents which have not increased. This increase 
in yield will then induce investment in these (or, economically equiva- 
lent) -agents as well, to the point where their prospective yield equals ' 
the yield | of other forms of investment. We thus have returned to the 
moving equilibrium among different forms of investment which was dis- 
cussed above, But even though no agents are fixed in supply, it is quite 
obvious that some can be increased in quantity only at higher cost-per 
unit of effective productive capacity as an economy expands through 
time. This is true particularly of natural resources which can often be 
augmented only by tapping more remote areas ‘or veins or by using. 
sources which for various. reasons are less well adapted to exploitation. 
If equilibrium’ among different forms of investment tends to prevail, | 
these productive agents will not be increased to the extent of the in- 
‘crease in those which can be augmented without higher cost. Invest- ` 
ment in their augmentation will be limited to that which can be under- 
taken without pushing the yield on such investment below the common 
‘ level. The ratio between the quantity of other agents and the quantity 
of these agents will increase, subjecting investment in other agents to 
diminishing returns. As the. general level-of the rate of return declines, — 
investors may be induced to augment the rising cost agents further, . 
but this fact only serves to slow down and not to prevent generally 
falling rates of return. 

So far, we have not taken into account the effects of investment in 


the acquisition of new technical knowledge which tends to increase the — 


productivity of other investment and which, unlike most other forms of | 
investment, is probably subject to increasing rather than decreasing 
returns through time." Although this is a peculiar form of investment 
in that people investing in new technology find it difficult to appropri- 


‘ J. R. Walsh, “The Capital Concept Applied. to Man,” Quarterly Journal of Economics, . 
February, 1935, pp. 255-285. 

* The use of the terms increasing and decreasing returns here meaning greater (or rahe): 
yield to successive increments of investment through time, must be distinguished. from the . 
use of these terms in the theory of a firm or industry where they refer to a negative (or 
positive) functional penne between the unit cost = a a Deane oe the volume output 
per unit of time. —. : 
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ate for long and hence to capitalize their results except ae the ae 


of the patent laws, it is clearly a form of-investment which has been 


extremely important in. increasing world productive capacity and, more- 


over, in keeping rates of return on new investment from dropping lower 
than they have. Thus if the rate of return on investment in general is 


obsetved or assumed to fall secularly, it must bè because the influence 
of those productive agents which are augmentable only at-higher dnd - 


- higher cost is not being offset by the effects of investment in technology 


and discovery. Thus even if there were some force limiting. the decline ` 
of the rate below a‘certain level, it would be doubtful if-this could be , 


. called a true equilibrium since it is-not true that forces are necessarily: 


‘set in‘motion to push the rate toward that, level whenever it departs, 


from. that level. A negative relationship between the quantity of capital 


and: the level of rates of yield would be much clearer and more con- | 


- vincing if it were assumed that technology remains constant as capital 


accumulates. But by its very nature, changes in technology represent ..- 


an essential -part of new investment which į is rarely a mere matter of 
- adding units of productive capacity which are identical to those already 
existing. ` 


The problem of defining and aparia a limit to the supposed down- . 
ward secular trend of yields is commonly. answered in -terms of a rate | 
. of return at which there is no incentive to make further net investment . 


but at which ownérs of existing capital are just willing-to maintain it. 


The assumption that this rate is positive implies that there is somè 


resistance or psychological cost in accumulating capital (e.g., “absti~ 
-nence” or “time preference”), the. strength, of which can be ee , 


- by the rate.of return necessary to overcome it. 

The concept of time preference, interpreted as an assertion that 
people normally or typically prefer present goods to future. goods of 
like. kind and quantity.. by some conceptually - measurable ratio, has 


been stated, denied, restated, and redenied many times through its his- . 
_ tory, and it apparently still needs redenying. People obviously do prefer ` 
_ present goods (including money) to future goods-of-like kind and quan: © 


tity, but one very good reason for this fact—-and perhaps the only ” 


good reason—is' that they can earn interest in the meantime either in 


the form of money or of real service yield; but if “time preference” is . 
explained by interest, it cannot serve to explain interest. Apart from’ . 


the opportunity to earn interest, a person’s: choice whether to have:a 
given quantity of goods now or sometime in the future would depend 

mainly upon his expected resources and. heeds in the present and in 
_ the future. Whether a positive time preference.is common to most peo- 
ple would depend upon whether most people would prefer a given total 


amount of income in decreasing, constant, or increasing - installments oe 
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through s some given period of time. A priori, there 4 is probably more : 
reason to expect the latter alternative to be the more common choice - 
than the first, a fact which would ‘deny the truth of the time preference l 


assumption. Furthermore; it appears to be fairly. well.established that 
many people. would and do save and'accumulate ińcome even, without 
prospect of interest earnings and, in. fact, even at a. ‘cost. The désire for 


economic security is-a very important motive and i in times of monetary `` 


instability people are often more concerned: with finding a safe form in 
which to hold wealth’ than with earning intérest. If there is an irrational 
‘element in the saving process it.is probably an excess rather’ than a 


deficiency of coricern for the future which leads to accumulation of ` ` 


‘assets even in the face of knowledge that they are likely to depreciate 


in real value. Thus, there-seems. to ‘be nothing in the time preference ` 


concept which would prevent interest rates from falling to zéro or below. 


Even -if there were some elements òf truth’ in it, it could hardly be.. 
sufficiently, definite: and stable to setve as. the basis for a saa equi- g 


£ ~ 


librium. concept. 

Risk is another factor’ which may j place a limit to any seciler down- 
ward trend of interest'rates. As thé rate of yield becomes smaller and 
smaller, the chance of. its being. wiped ‘out or, more than wiped out by 


some change’ which reduces the capital value of the asset increases. . 
‘Ofcourse, we may define interest as net of any allowance for calculable _ 


risk; SO that if, the total yield is. only just sufficient ‘to cover the risk 


premium, interest is Zero, But there -are some elements of uncertainty 


which cannot be reduced to a calculable risk for which a risk premium . 


could be defined. It may be argued that the element of uncertainty,, ` 


combined with various costs, may prevent interest ‘rates from reaching 


zero, but this factor too is unstable and indefinite and is hardly a satis- 


factory basis on which to rest’ a long-run equilibrium concept. If, as is. 


usually the. case,- risk of loss is accompanied by. chance’ of extra or’ 
_ windfall gain, the whole problerh of the psychology of gambling enters’. ° 


the picture. Experience shows clearly.that many people deliberately take 


gambling chances when they know the odds are heavily stacked against: 
them. This tendency seems to be greater the wider the range of possible. 


results; i.e., the greater the possible gain and the possible loss. 
‘Discission along. the foregoing lines has’ led to some speculation 
about whether the “long-run equilibrium”? rate of interest (at least net 
of risk) is ‘zero,. since there is- no definite force tending to arrest a 


secular decline in rates of return short of that level. An important ques- — 


tion which here arises is whether in fact rates would actually fall to 


Zero, even in the absence of investment. in technology. As rates fall ee 


s Cf. “Paul AS Samitelson, “Dynamica, Statics, and. the Stationary State, 2 Review of. 
soem Statistics, i 1943, pp- 58-68, and pasate: there cited. l : 


4 
' 


fe 
oy 


Cad 


~ 


174 = ` AMERICAN ECONOMIC ASSOCIATION 


‘very low levels, thé possibility for additional investment appears to 


widen phenomenally. In other words, if people are willing to receive - 


sufficiently low rates of return, innumerable opportunities for invest- 


ment at such low rates appear, such as the utilization of:so far unex-. 


ploited natural resources of material and power which require very 
large initial investment. This is an a priori statement, but a reasonable 
one. It affords at least one reason for minimizing the importance of the 
problem of the zero rate as a long-run equilibrium rate. 

To sum up, I am in¢lined to dismiss the notion of a long-run equi- 
librium rate in the sense discussed in the immediately preceding para- 
graphs as undefinable and for the most part unimportant for economic 
analysis. On the other hand, an equilibrium between or among rates of 
return on all forms of assets is very important. In their role as guides 
to investment and disinvestment, differential or disequilibrium rates of 


return play an essential part in the resource allocating function of the . 


price mechanism. The process by which they move toward equilibrium 
vis-à-vis one another, the numerous obstacles to that process, and the 
ways by which it can be influenced by action of the government and the 

-banking system are all matters of primary importance to economics. 
` The real importance of any equilibrium concept lies in the process by 
which relevant magnitudes move toward it. The significant equilibrium 
rate of interest is a moving equilibrium rate which in a dynamic 
economy is never actually realized in the sense that it prevails in all 
lines of investment but which serves roughly as a measure of the alter- 
- native cost of any given investment at any given time. 
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DISCUSSION 


Teas: A, Srcem: Both Weston and Leigh express doubt as to the pos- 
sibility .of the rate of interest falling to zero short of free services. Weston, 
adhering rigorously to the static state concept, concludes that “it is highly 
probable that time preference would assert an influence on the supply side.” 
However, he offers no conclusive demonstration of this. Leigh, on the other 
hand, virtually rejects time perference as a force appreciably affecting the 
supply’: -of capital under dny circumstances—even at the level of the static - 
state. Not only is it possible that individuals would continue to tip the scales 
in favor of future consumption as opposed to present consumption, even if 
there were no investment alternatives available; it is also likely that time 
preference, if rigorously interpreted, does not in itself give rise to any appreci- 
able capital accumulation. If by time preference we mean the alteration of the ` 
time shape of one’s consumption of services so that it does not coincide with ` 
one’s production of services, each individual in a society would be alternately 
investing and disinvesting. Time preference schedules could be any shape, — 
- with any given stock of capital. The only condition under which the stock 
of capital could change would be if some ‘individuals did not get around to’ 
consuming what they initially accumulated; i.e. if they erred in their 
expectations. If we define time preference as deferring consumption so that 
one’s heirs could consume, we are placing quite a strain on the concept. 
Even if we accept this view, it would still be difficult to account for any 
significant amount of capital accumulation as à result of this behavior. It is 
no wonder that Schumpeter, who pushed the time preference concept to its 
Jogical conclusion, elevated bank credit creation to the role of prime mover l 
in the historical process of capital formation. 
_+ On balance, it seems that there is no unique aspect of economic behavior 
` upon which a long-run equilibrium rate of interest could be postulated. If a 
situation camé about in which the value of the capital stock remained constant,- 
i.e., if something analogous to the economists’ static state became a fact, it 
would be a result of an entire host of factors which-can affect the supply of 
all productive agents, including human beings. An evaluation and treatment of 
` such forces would carry us into yirtually every phase of human history, 
culture, and psychology. A theory which purported to explain such a phenome- 
. non could not really do so unless it aspired to the role of a philosophy of 
history. For this reason, as well as those given by Leigh, the entire conception 
of a long-run equilibrium rate of interest should be given up, along with the 
conception of the static state for the purposes of analyzing capital and interest. 

Leigh’s discussion of the effects of incalculable risk (uncertainty) upon — 
the rate of interest, as well as the implication by him thatthe psychology 
of gambling enters the picture when we drop the perfect foresight assumption, 
is high lighted by Norton’s reference in his conclusions that Professor Knight’s - 
distinction between risk and uncertainty has implications that “require. 
Substantia revisions in most every iag of economic i ” It is perhaps in 
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the field of capttal that the most significant revision may occur. It would 
_ seem that because individuals know that they-do not possess perfect foresight, . 
and because they cannot reduce the unknown to a certainty equivalent by 

some form of insurance, it is quite possible that the purchase of an asset 
embodies the possibility of a capital gain in the mind of the economic subject. 
There is much more to the valuation process than concern with a unique 
future flow which is discounted by a capitalization rate. This is emphasized 
by Moonitz’ statement that in accounting practice the capitalization principle 
of asset valuation applies only to formal documents, the future money yields 
of which are rendered relatively certain by virture of legal sanctions, while - 
. there are. no' objective criteria for evaluating other types of assets or claims, 
Customarily, in theory, the capitalization concept is applied to both debt 
‘claims and real assets on the assumption that individuals indifferently view 
each of these sources of money yields—and that it is only a money yield in 
which individuals are interested. However, if we recognize the aleatory element, 
it is quite possible that the rate of interest, calculated ex post for all investment 
decisions, may very well be zero OF negative. Professor. Knight has stated that 
very ‘likely this has been the case with respect to investment geared to the 
exploitation of natural resources; and Lord Keynes has implied that the 
prospect: for gains of this nature might very well keep an enterprise system 
going even if the marginal efficiency of capital, in his sense, should be zero. 

Thus, it should be. kept in mind that uncertainty is a two-way ‘street. In 
recent literature there has been a tendency to treat uncertainty as though it 
were something which had to be discounted. This is undoubtedly the type of - 
uncertainty to which Norton has referred; e.g, uncertainty on the ‘part of . 
_ those who actively. guide investment activity with respect to ‘their ability to 
meet the requirements of a money loan. This, as Fellner has shown, can be 
the major contributing factor to an impasse of less than full employment, 
despite a zero rate ar interest (or specifically, zero yields of securities net 
of risk and cost of servicing the loans). This type of uncertainty, as Fellner . 
has pointed out, does indeed “have institutional roots,” and consequently 
it may be well to examine critically those institutional forms which give rise 
to this particuldr brand. The work of Hart, Hicks, and Fellner indicate some 
fruitful lines along which this problem may be pursued. 

Weston’s classification of’ ‘capital theories into the Austrian concept and 
the productivity theory raises an ‘interesting question with regard to those 
Austrians who. did accept marginal productivity, as opposed to time preference, . 
for-the determination of the rate of interest. The difference between the 
productivity theory which Weston presents and the Austrian productivity 
theory of interest lies in the fact that the Austrian variant seeks the determina- ' 
tion of the interest rate in the increased productivity of the original factors 
which, due to the advances of capitalists, are sustained in a more roundabout - 
process of production. This immediately becomes a discounted marginal 
productivity doctrine; i.e., the original factors are advanced to their discounted 
marginal product, the difference between the value of the end product and 
the advances to the original factors being the return to the capitalists. This | 
raises the question if those who accept the Austrian variant of the marginal 
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productivity theory of ‘interést implicity assume as given that which the theory 
purports to explain, because. thé discount rate must, be ‘known i in order to 


remunerate the original factors., - ...» 


It appears that the Austrian theory: lacks finality and iin the capitaliza- 
tion rate must be explained by forces, which eae productivity considera- 
tions. It denies, on the one hand, that capital agents themselves are productive; 


‘and on the other hand, it rejects the. cost of producing capital agents as the 


ultimate determinate’ of their value. Thus the theory i is complete only if a 
capitalization rate is given. Time preference or some type of monetary theory 
can fill this gap. However; there. are objections to ‘these theories on other 
grounds. In conclusion, I would state. that Weston’s--classification of capital 
theories provides a very convenient: ‘framework within: which to evaluate: the 
theories of particular individuals, me ` > 


J 2 


g a S., EARLEY: I an no ‘commetits to- a on Professor Mooni? 


paper, which I ‘nevertheless admire - ‘as a clear statement of- the difficulties 


accountants face. in reflecting economic realities in their accounts. I shail 


‘confine my remarks to-the other three papers.. . < ` 


Putting it briefly, I agree with ‘almost all the conclusions of our. a hos 
but: wonder ‘a little about the validity of their assignments, at:least as they 


‘have been. handled.’ Certain observations concerning the: genga character. of 


the papers as a group may make my position-clear. ' . 

„Only, one of the four papers (Professor Leigh’s) deals pearly ath 
interest theory, and his is confined primarily ‘to: capital yields. This is in 
contrast to recent programs on these problems: me . 

A second characteristic of the papers is absence of any aidon of n 
period interest or investment theory. -No controversy concerning the validity 
of the’ “liquidity preference” or “loanable. funds” theories appears in ‘these ` 
papers, nor is there any. appreciable discussion as' to what conditions stimulate 


` or inhibit investment:in any short period of time, such as during the business’. 


cycle. Can ‘one infer that at last there'is peace between the Eas anti- ` 


Keynesians, and neo-Keynesians on these questions? Ss 

Equally notable is. the rejection of the central doctrine of a capital 
and ‘interest theory; namely, that. ‘the. interest rate acts as ‘the regulator of 
saving and investment: The concept of an equilibrating rate of interest is 
accepted by Professor- Leigh, you: will notice, only with. reference to the’ 
problem of allocating , resources, not to either the short- or the long-run proc- 
esses of saving and- „capital formation. ‘He appears to be joined by Professors . 
Weston and Norton. in rejecting the proposition that interest rates will auto- 
mangay tend: towards levels that equate saving'and investment.. .“°.:, ` 

-But the most salient. characteristic of the papers under discussion is ihe 
common dissatisfaction shown -with any theory (of capital or interest ‘based 


- on the ‘hypothetical. elimination of (1) technological changes or innovations 


and (2): uncertainty. By all of our authors investment is seen as-an essentially — 

dynamic process, and interest rates as m determined i in, and reflecting, a 

distinctly dynamic situation. oe 
= sare ad enough almost. aa entire discussion! tums back from 
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trends in capital and interest theory established by the work ol Wicksell, 
- Robertson, Schumpeter, Ohlin, Keynes, Hicks, and others; namely, the trend 
- towards treating these phenomena as distinctly short-period dynamic problems. 
The authors, generally speaking, approached their topics from the long-run 


standpoint, analyzing more or-less static models which seek to ‘explain invest- ` 


ment levels and interest rates. 
I think that the late Lord ‘Keynes’s remarks about the orthodox theory of 
the rate of interest properly apply to such discussions at the present time: , 


The ‘orthodox theory of the rate of interest properly belongs to a different stage of 


economic assumptions and abstractions from that in which any of us are thinking today. 
.For the rate of interest and the marginal efficiency of capital are particularly concerned 


‘with the imdefinite character of actual expectations; they sum up the effects on men’s . 


market decisions of all sorts of vague doubts and fluctuating states of confidence ‘and 
courage. They belong, that is to say, to a stage of our theory where we are no longer 
assuming a definite and calculable future. The Orthodox theory, on the other hand, is 
concerned with a simplified world where there is ade full employment; and where doubt 
and: fluctuations of confidence are ruled out... : 


Why do we feel, despite these recent influences, that we must still consider 


` the problems of capital and interest in long-run equilibrium terms? It seems 


to me. three factors explain this. 

First, short-period theories are never wholly satisfying to us, TEF as we 
are, from our beginnings in equilibrium analysis. Subconsciously, we feel such 
theories must be superficial’ We must search further for what-is “normal” 
in interest and capital-as in price and distribution theory. Such intellectual 


persistence is estimable. in economists; but we should not feel too disappointed 7 


. when, as here, we do not find any clear long-run norms. 


The second factor explaining our stubborness is the growing interest in the ` 


theory of economic growth or development. This branch of theory, so long 
neglected by orthodox economists, is manifestly. an extremely important 


branch. As part of such theory we must inquire whether theré are tendencies’ 


in the modern economy towards a decrease (or even the petering out) of 
investment opportunities or tendencies toward a falling rate (or perhaps a 
zero rate) of return over cost. It is understandable that we should start out 





from such propositions as have come down to us from classical and Austrian 


theories concerning what seemed to be secular equilibrium positions. 
-~ A third explanation fer our following up these old paths of inquiry, per- 


haps, is that we have taken too literally some observations of Keynes ‘and © 


Schumpeter. We seem to have overresponded to Keynes’s proposition that, 
with sustained full employment, the interest rate would before long fall to 
- zero. We must remember that Keynes was here explicitly referring to the 
“pure” rate of interest, which he confessed was a conceptual mirage. We should 
also remember Keynes? s maxim that words should be a little wild, since they 
are the assault of thought upon the unthinking. Schumpeter’s challenging 


‘theory of a zero interest rate in a competitive world without innovations has - 
similarly led us, perhaps, to attach undue significance to the Ruler ténden- . 


cies” in static-equilibrium. 


- 


— 


It is true that the “New Economics” has affected our wii building ir in . 


1J. M. Keynes, “The Theory of the Rate of Interest,” in A. D. Gayer, Editor, The 
ee of Monetary Experience (New York: Farrar & Rinehart, 1937), pp. 150-151. 
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capital theory. This is well reflected in the interest in various secular, so-called `: 
“dynamic,” models of aggregate equilibrium, based, for example, upon the 
acceleration principle, such as the models examined and found so menens by 
Professor Norton. 

Professor Norton and our other authors pave shown that the great eames 
. of all such model building, whether based on the old or the new economics, is 
the abstraction they make from the truly dynamic factors in the economy, 
particularly changing technology and other innovations and uncertainty. None 
of the models discussed by our authors can make explicit provision for these . 
factors and, consequently, the authors agree, none of them gives us satisfactory 
answers as to the character or even the existence of any long-run equilibrium 
in investment. or capital yield. ; 

Professor Norton’s paper expresses the shortcomings most clearly. As to- . 
cycles he says: “The secular trend and the cyclical fluctuations of an economy’ 
are inseparable. .. . They are all part and parcel of the same thing.” In - 
-discussing the relation between capital.investment and technical change, 
Professor Norton concludes: “Technical progress is embodied in capital for- 
mation. This constitutes a truth that- we will do well never -to overlook.” 
Professor Leigh concurs with the understatement: “A negative relationship . 
betweén the quantity of capital and the level of rates of yield would be much - 
clearer and more convincing if it were assumed that technology remains 
constant as capital accumulates. But by its very nature, changes in teenncloey 
represent an essential part of new investment... .” 

As for the implications of uncertainty on the concept of an abn 
-level of investment, Professor Norton rightly suggests, in his conclusion, that 
' long-run static models which eliminate uncertainty are of little value in 
advancing our understanding: “Decision making under true uncertainty is not 
different in. degree. from that under certainty; it is different in kind’, The 
- full implications of this for the theories of investment and Pein have 
only begun to bè realized.” . 

The upshot of these papers,:then, seems to be that we are chasing will- 
o’-the-wisps when we search for principles determining equilibria in invest- ` 
ment and yields on capital within the confines of essentially static competi- 
tive models. Are we,. therefore, at sea with respect to principles governing l 
either short-run or secular movements in investment and capital yields in the ` 

real world? l 
~ J think not. We need not be much dische, as our authors appear. to be; 
- by the weaknesses they find in the traditional principles of time preference and a 
diminishing returns..We can explain, I think, both short-run cycles and - 
possible secular tendencies in investment and capital yield. upon principles | 
carried ‘over from newer branches of theory. We must never forget that we 
live in a dynamic and imperfectly competitive world. l 

Cycles can be explained along lines such as those of Keynes and Schum- 
peter:by tendencies-for innovations and hence investment to be bunched in 

near equilibrium situations; by-.increasing investment risk as a boom pro- 

" -gresses; by contagions of optimism and pessimism; and by principles, niore’ 
or Jess well accepted’ from Keynesian theory, such as the multiplier and ac-` 
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celeration principles, inventory cycles, movements toward increased saving as 
a boom reaches its peak: and so forth, These now familiar principles can be 
added to’ undoubted conditions of diminishing returns to investment caused 


by temporary fixities of factors of production in the short run, when possibili-’ 


ties of technical change are limited. And will anyone deny that, whatever may 
- happen to prospective capital yields, rates on loans are sticky? 

As for the secular long run, it may well be that virtual ‘ ‘diminishing 
returns” to investment holds, despite possibilities. ‘of technical change, because 
308 laggard movements of consumption in an increasingly wealthy society, 
causing effective demand to be insufficient to make investment at rising levels 
- profitable; combined with -increasingly monopolistic and oligopolistic 
tendencies in maturing capitalism which may inhibit price adjustments, 
resource shifts, innovations, and hence capital investment. 

- In other words, it appears to me.that in analyzing secular as well as cyclical 
tendencies of investment and interest rates we can do little better (and could 
do much worse) than make use of the theoretical tools and empirical oo 
alizations which have been, and gre still being, built up from studies of short-- 
period economic processes, of business behavior, and of institutional structure. 
I doubt whether it is profitable to continue theoretical investigation of long- 
_ run static equilibrium tendencies in the fields of capital and interest. This con- 


clusion, I gather, is quite in harmony with those of the authors of these 


papers. . E 
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“By ARTHUR Smrrirres ses an 
> 7 Harvard University — > 
l - * | a : 7 l 1 7 = z 7 P ; ` i 
‘I am very grateful fot the ‘opportunity to welcome this report and to 
_ congratilate the authors on their dispassionate and lucid exegesis. I 
also welcome the opportunity to appear as a ‘critic rather than as an 
author of a full employment report. But I do not make my comments 


. in any spirit of rivalry: the present report may contain merits that the , 


United Nations Report does not possess, and some of the major crit- 
icisms I ‘shall make apply equally to that report. ; 
As,the authors point out,.much of.the report does not deal with the 


‘conditions of today or the foreseeable future. However, the major ques- 


tions to which they point as unsettled are just. as relevant to present 
conditions as to a state of affairs that I hope we-can describe as more 
normal> and. it is-on those that.-I want to fecus most of my attention. 
Parenthetically, I regret the compulsive need to affirm that what I am 
going to say has any contemporary relevance. The traditional pessimism 
of economists and’ our chronic tendency to project present conditions, 
éspecially when they are bad, into the future have had profound effects 


on human history. What a different and: perhaps more agreeable place - 


the world would have been ‘had Ricardo, Malthus, aoe Marx been en- 


dowed with more, than ‘human peer. 
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ae the report does represent < a , consensits of American economists, it 


means that’ our thinking has now ‘reached a state of Keynesian con- 
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- servatism. So far as it ‘depends.on economic’ doctrine, it-could havé~ — 
- been written soon after the publication of the General Theory; and it | 


could not have been written before. Let: those who say there has been 


no Keynesian revolution ponder. over.the validity: of that assertion. Ac- ` 


cording tó the report; the motivating: force for economic activity-is the 
effective demand that results from the decisions of consumers, investors, 
the government, and foreigners. Consumers’ ‘expenditures. are held to 
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more accurate, the authors mention nothing but income—not e even past 
income—and monetary assets as determinants of consumers’ expendi-" 

tures. 
-While I have always ese these influences on soin myself, 
I now feel bound to protest if economists are being invited to accept an 
income-monetary theory of consumption in.the.same spirit as John 
Stuart Mill accepted the Ricardian theory of value. Is it possible to- 
refute a theory that maintains that fluctuations in consumption as well 
as long-run trends stem largely from the decisions of producers of con- 
sumers’ goods to produce new products, to incur selling expenses ofall 
kinds, and-to change relative prices? During and after the war we had . 
strong evidence that changes in the production of durable consumers’ 
goods did ‘affect the relation of consumption ‘to income. Is it out of- 
- the question that in more normal times decisions from the supply side 
may induce fluctuations in the propensity to consume? .. 

Even if an adequate explanation of consumption must take producers’. 
decisions into account, it may still be possible to achieve substantial 
stability through fiscal and monetary measures. But other possibilities 
for stabilization are opened | up—possibilities which we Bay reject 
today but be quite ready to accept ten years from now. 


It is likely that the long period of military preparation on which we >) 


are now embarking will bring permanent changes in the relation of 
„government to business, and control measures. that are inconsistent 
“with private enterprise today may be permanent and compatible fea- 
tures of the economy of tomorrow. I cannot exclude the possibility that 
. the programing of private production may become the central core of 
stabilization policies of the future and that fiscal and monetary policies 
_ may be reduced to a position of ancillary importance. 


Beyond this general comment, I have nothing but commendation ce 


the Committee’s fiscal and monetary policy suggestions, so far as they 
go. I note that the authors have not found a satisfactory rule of thumb 
to guide budgetary policy; and that difficult and complex questions of 


‘timing discretionary policies still remain unanswered. But I have noth-. 


ing useful to suggest at the present time. Let-me now turn to. the major 
. questions that the report leaves unanswered. 


| m 
. Whenever one encounters a proposal for stabilization through fiscal 
and monetary methods, whether it be by Keynes, Beveridge, Hansen, 


the U.. N. Report, one can be quite sure that the inflationary dilemma. 
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will be recognized but left unresolved. The present report is no excep- 


tion. The.-consensus evaporates when it comes to questions’ how full em- 
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ployment and price stability are to be achieved at the same time. Full ` 


employment is still haunted by the prospect of a wage-price spiral. 
The report sets out four possible policies: First, the extreme radical 
view that the government should remove all possible barriers to com- 


petition in commodity and labor markets; and that those industries — 


where it is impossible to restore competition should be nationalized. 
Second, that the government should use’selective price, wage, rationing, 


and allocation to stabilize key sectors of the economy. Third, that or- 


ganized private groups such as large corporations and labor unions— 
the report does not mention organized agriculture—should voluntarily 
accept rules for private behavior that will achieve stability of the price 
level. Fourth—the minority suggestion of Milton Friedman—that the 


government should use fiscal and monetary measures to stabilize money, 
income and leave it at that. In modern conditions, the-proposal involves’ | 
fluctuations in prices, wages, employment, and: procyenon,; but cumula- . 


_ tive movements would be avoided. 

In my view, all these suggestions have elements of usefulness, but 
none of them affords a complete answer in itself, some. aiempi must 
be made to achieve. a synthesis. 


The perfect competition -proposal would resolve the diemii if it 
were practicable., It would in fact create the conditions presupposed by `. 


- Keynes in the General Theory. There he assumes perfect competition 


a 


in every industry, and does not get into inflationary trouble until full . 


employment is reached..Before that point competition holds prices 


` down. After it, increases in effective demand produce general inflation; 
autonomous wage increases do occur and they result in corresponding 

price increases. There is no inflationary dilemma if government action 

holds effective demand slightly below the full employment level. 

_ I doubt whether anyone seriously believes that it would be possible 
-tọ achieve conditions of perfect competition over an area wide enough 

to resolve the inflationary dilemma. Any government able and willing 


to follow the policy proposed would probably find that nationalization _ 


` would be the rule and the achievement of competition the exception. 


| Economic controversies can be more readily understood and eco-- 
nomic knowledge furthered if we decide at the outset whether the 
author of a proposal is attempting to construct an ideal type of eco- 


nomic ‘system or whether he is formulating a program for adoption in 
‘the world as it is. Both types of activity are important and useful. 


Unless we are completely cynical about the usefulness of economics as’ 


an independent discipline, we must favor the construction of ideal 
systems as anchors for our practical proposals. Without such anchors 


‘economics would become the servant of politics and economic policy -~ 
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would’ depend exclusively on hex currents of political expediency. On 


the other hand, if ideal systems are themselves put forward in the guise 


of. practical proposals, economists can legitimately be pares with 


tilting at windmills. ` ‘ 


perfect competition as a necessary condition for stabilization seems to 


me to give rise to the same. difficulties. as to regard. ‘Prohibition as a 
. necessary prerequisite for a good society, 


The view. that the inflationary dilemma can be avoided rongi 


far overlooks the nature of government, particularly in’a democratic 


statė. Inflationary trouble arises either because fiscal: expansion is ` 
‘carried too far or because organized groups within the economy contend. _ 
with each other to increase their relative shares of the national product. <7 
Can we: assume that groups. that refuse to exercise the self-restraint 


needed to make a fiscal program effective will submit to a system of 


controls imposed by the government they themselves help to select? .. 
| We are too ready, as economists, to regard the economy as a marionette - 

- theater and to make the facile assumption that those who pull the — 
. strings have no relation to the puppets they control. This is not true 


even in a dictatorship; it is far from true in a democratic state. 
In view of these elementary political facts, I believe there is a limit 


to the extent which controls canbe effectively used on a permanent. 
_ basis. Some economists have advanced the suggestion that the simplest, — 
and perhaps the only, way to stability i is for the government to generate 

a permanent state of excess demand through ‘fiscal policy and to sup- . 
_ press the resulting inflation through the permanent use. of direct con- 


trols.: Apart from the objections.to such:a course in terms of economic 
mechanics, it should be rejected as a political monstrosity. 

However, it is equally naive to go to the opposite extreme d to 
argue that all'exercise. of direct controls by governments means that 
we are on- the road to serfdom. I draw a sharp distinction between the 


manent incorporation of a complete control system into the economic 


structure on the other. Europe has provided instructive case studies on - ` É 


, these matters in recent years. I have been impressed. with the growing 


realization of the~need for decontrol. But I have also been impressed | 


with the fact that-those countries that still make extensive use of con- 


trols seem to be no further along the road to serfdom han those that 7 


f 
‘ 


- J regard the perfect competition aoa as an ideal E and T | 

© that sense.useful. It is important to know that stability can most easily . 
' bè achieved i in a competitive system and that measures to increase com- - 
petition should form part ‘of. a stabilization program, But to regard . 


7 resort to compulsory controls over prices and wages when carried too - | 





na 
i 


_ occasional and selective’ use of controls on the one hand and the per~ 
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have abandoned them. However, in thé United States at the erent, s, 

time economists will. ‘do well to, emphasize the dangers’ of direct con- 
_ trols rather.than.to argue for their uses. | 
The notion that an effective stabilization wy requires, co-operation 
of organized sectors of the economy with each other and with the gov- l 
ernment i is one that I have come to: accept with: considerable reluctance. 
Fiscal and monetary measurés in: ‘themselves, can ‘be. regarded:as steps ~ 
that: implement the traditional operation of a market economy, but co- 
operation among groups implies negation of the idea- that once, aggre- 
gate demand is stabilized, market. forces can be relied on to determine 
the allocation of productive resources and the distribution of incomes. . 
But has: not the time come ‘to recognize that the policies, of organized | 
groups form an integral part of the’ operation of the economy? z 

Whether it was true before, it. ds certainly true now that large corpo- 

rations’ determine their. price. policy with one. eye on their public rela-.. 
. tions. Since the last war we have had: numerous illustrations of the fact, - 
that, in times of shortage, corporations. are unwilling to charge what 
~, the traffic will bear, both. because of the general public reaction.and . . 
because of the effect of such a pdlicy-on-their wage negotiations. And 
_ wage negotiations themselves. have: tended sirice.the war to involve 
discussion of the relation of wages to profits as well as, the more tradi- 
_ tional relation of money wages to the cost of- ‘living. 
In: view of the fact that. organized groups will continue to exist a 
probably to grow in strength, it seems. ‘eminently desirable that all ` 
possible efforts be made to harmonize their policies with the require- 

ments of economic stabilization. Yet it would be unrealistic and unde- ’ 
_ sirable to rely exclusively on their co-operation. to avoid the inflationary. _ 


dilemma. But we cannot- contemplate with. equanimity the cohesive 


group otganization that: would be required: to make co-operation fully - 
effective—because of its possible consequences on the effectiveness of ` 
competition and economic growth. Nor is. ‘Such cohesiveness likely. | 


There is still. much more - conipetition in. the American economy than . © 


© many are prepared to recognize: Group co-operation, in my view, must 
relate to: the formulation of mee a and Ai uaes rather han ! 
to. specific action. © | 
With.the Friedman’ dissent, we: sinin to, the. oa of ideal systems: 
If prices and. wages were’ sufficiently flexible, there would be much to 
. be said for stabilizing total money. income and. allowing prices and 
wages in individual industries to. find their, own levels. But with modern - 


_ Figidities’ and modern group behavior, is ‘it. realistic to suppose that this .: ` 


- can be done? With stable, money incomes, a new round of wage in- | 
creases would, mean ee oe would ny, be cue? with. a 
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general wage E Attractive though such a program may ié from , 
the point of view of economic aesthetics, I. cannot conceive that any 


government that depends heavily ọn labor support—as all governments 


: do—would have the strength of purpose or even the desire.to allow it, 


to be carried out. Although the Friedman program should be brought ` 
continually to the attention of policy makers, I cannot conceive that it 
can be regarded as the main basis fora practical policy. ' : 
Through no desire‘to pleasé everyone, I conclude that all the meas- 
ures that the Committee poses as alternatives—removal of obstacles, to 
competition, selective and occasional, and direct controls and co-opera- 


- tion—must be used’ in combination to support monetary and fiscal ` 


y 


policy if stability of the price level is to be associated with stability of 
employment. And I agree with the implication of Friedman’s comment 


‘that if the government attempts, by fiscal and monetary measures, to -. 
- maintain full employment at all times, it is unlikely to achieve a stable © 


price level even under ‘the most favorable conditions. There is no sim- 
ple formula or magical trick that will produce the desired result. Sta- 
bility will not be achieved without a general understanding by all 
sectors.of the economy that. more is to be gained from stability than 
from the pursuit of immediate sectional advantage. And this general 
understanding must be translated into more farsecing political ae 
than thoseto which we are accustomed. 


w` 
' But all that is not enough. I seriously doubt whether the struggle for 


Eina 


| redistribution can. be held in check except in the context of a growing: 


economy; and this is especially true at a time when military needs are 


placing increasing demands on the national product. 


Labor in particular will insist on a steady increase in its material 
well-being, and, unless total national output is increasing, the full 
force’ of this insistence will’ be felt in pressure for redistribution of 


-incomes. And although redistribution will remain an end in itself as 


well as a means to higher mass living standards; a sufficiently rapid 


increase in total product may permit it to be held within feasible ` 


bounds. ‘With increasing total output not only can ‘real wages increase 
but money wages can rise without disturbing stability of the. price , 


‘level. Increasing ‘productivity has saved the country from inflation 


in the past and may ‘do so in the future. 

While economic growth will make the task a stabilization easier, 
the stabilization policies that are adopted may . hinder or promote eco- 
nomic growth. Full employment itself should promote growth since it 


assures the mass markets on which capitalistic success depends, On the 
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other hand, certain fiscal policies—notably those that involve redis- - 


tributive taxation—that will produce full employment in the short run 
may impair entrepreneurial incentives in a way that will slow down the 
rates of growth. It may then be still further slowed down through the 
- consequent increased pressure for redistribution. 

_ The report recognizes that economic growth is an’ important objec- 
tive of policy and that, stability may not always be consistent with it. 
But it does not assess various stabilization -alternatives in terms of 
their effects on growth and does not recognize that growth may be a 
, necessary prerequisite for stability. The Committee seems to have 


turned a deaf ear to the theme song of the Council of Economic Ad- . 
visers—that in the ability of the economy to grow lies our promise of | 


ns 


social security and stability as well as national security.. : 

I must regretfully conclude that, judging by the report, we as 
academic economists are not confronting the issues of the present and 
the future with the se a vigor displayed in the past by our 


\ 


predecessors. ; 


] 
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_' MONETARY POLICY AND STABILIZATION 
By Loyo W. Mints l 
University of Chicago p 


The report of the subcommittee -of the OAA on stabilization 
deals primarily with the problem of policy. However, any discussion 
of policy must rest upon certain assumptions concerning the nature of 


thé economic system. There are three distinct assumptions of this ‘Kind. , 
. These are as follows: | 
There are those who believe that an enterprise system is so nearly 7 


unworkable that it must be discarded. These are the collectivists. If 


© this is our assumption, there is little point in discussing the problem of ` 


policy in an enterprise economy; rather, we should then become propa- 


gandists for the revolution. 


A 


Another. group assumes that an fetes nony is inherently 
subject to-intolerable fluctuations, and possibly a low level of employ- 
ment chronically, but yet that it can be made to function satisfactorily 
if only the government will institute the proper contracyclical policies. 
Their policy prescriptions usually involve the granting of discretionary 


power to the central bankers and to oe administrative branch of the’ 
| ‘government, 


The third assumption runs to the effect that if only certain definite 


rules and conditions are provided by the state for the carrying on of. 
‘economic life, employment will be maintained at a generally high level, 


with only minor-variations, in an automatic manner broadly comparable 


with the constant operation of the system to maintain general equi- 
librium in the presence of continuous shifting of tastes, of techniques 
+ of production, and of available resources. 
Upon which of the above three assumptions does the réport of the ` 
subcommittee rest? Manifestly not the first, since this point of view is. . 
. explicitly disclaimed by the Committee, It is ‘equally clear that the third | 


point of view is rejected by the Committee, although not explicitly. 
The whole tenor of the report indicates a tacit assumption that the 
economy is inherently subject to wide fluctuations in employment and 
that we need not general rules for the eoa of the system but 
weapons to combat. unemployment: | 

' Sincė the Committee clearly made the second ype of assumption, it 


„was quite natural and: proper that they should restrict themselves 
largely to a discussion of the means of offsetting major disturbances of 


an inevitable nature rather than with possible criteria, or general rules, 
for the use of these means. This position implies that monetary, fiscal, 


f 
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and possibly other “authorities” must, in the nature of the case, be left 
with discretionary power to decide when and to what extent the pro- 
posed measures are to be put into effect. 

While the Committee pointed out the variety of beliefs among econo- 
mists with respect to discretionary, nondiscretionary, and automatic 
monetary management and do not, in this connection, make any explicit 
statement regarding their own position, their belief in discretionary 
action is abundantly implied. Thus they refer to “the basic strategy of 
economic stabilization.” “Strategy” can hardly have meaning except as 
applied to authority that has freedom to act in accordance with its own 
judgment. They assert that “wise use of the instruments of fiscal and 
monetary control is essential to economic stability”; and a reasonable 
interpretation of this statement is that they refer to “wise” use by the 
monetary or fiscal authority rather than by the legislature in prescrib- 
ing a rule by which a monetary agency is to be bound. 

Many of the means of stabilization: suggested by the Committee 
could be used, whether or not they would be'the best, to implement a 
policy outlined in terms of a specific rule of action for a nondiscretion- 
ary monetary and fiscal branch of the government. It is clear, there- 
fore, that the basic difference of opinion among economists really con- 
cerns this matter of inherent instability versus automatic maintenance 
of stability. 
= Despite the great fluctuations of employment in the past, it is by 
no means true that the case against automatic maintenance of employ- 
ment in a competitive economy has been established. We have never 
had, in the United States or in any other country, an established 


policy of monetary stabilization. Since this is the case there clearly _ 


are two possible explanations of the fluctuations in employment that we 
have known. One is that a competitive economy is inherently subject 
to such fluctuations; the other, that the proper conditions for. the 
functioning of such a system have never beeri maintained. In this con- 
nection the notorious fact should be noted that the stock of money and 
` output move cyclically in the same direction. 

Under a system of fractional reserve banking it is clear that in part, 
at least, the change in the stock of money may be a response to changes 
in the level of business activity. As conditions became bad, businessmen 
find it unprofitable to borrow; and bankers fear for the safety of 
loans. Consequently, the stock of money declines. However, we should 
be wary about ascribing much importance tò the decline in the stock 
of money which comes from the voluntary reduction in the volume of 
. bank loans by borrowers. In the absence of fractional reserye banking, 
money used to pay off loans would have been hoarded by some one, 
and this hoarding would have had the same effect, both in kind and 
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degree, as sihi repayment of bank loans. But the dedine: in the Stock of 
“money which comes. from the initiative of the bankers is a different 


oy! 


matter. 
It is unlikely that a reduction of Panik: loans which i ioi men 
action of the bankers‘themselves will often. occur as the initiating 
factor in depressions, although if bank reserves were reduced for some | 
fortuitous reason bank action could be the responsible factor. Never- - 
theless, even though the banks do no more than accentuate fluctuations, 
their action could well-be of major importance, since the reinforcing 
influence might be greater than that of the initiating disturbance. | 
However, an extension of our analysis suggests that the essential 


- difficulty lies not so much with the banks as with the absence of any- 


l 


definite monetary policy which would offset the disturbing actions of 
the bankers and'of the public, and, thereby, result also in the minimiza- 
tion of such actions in the first place. While ideal conditions may re- 
quire the elimination of fractional reserves, theré is no doubt-that we 
could get along very well in the presence of the banks if only we would 
adopt an announced policy aimed at the ‘maintenance of monetary 
stability. It- should be noted, furthermore, that deposit insurance, 
which ought to' reduce the danger of runs on the banks, and the fact. . 
that the banks now hold relatively larger amounts of government se- ` 


. curities than formerly, will in any case undoubtedly co the perverse ; 


influence of the banks in the future. -. 
_I contend that a competitive system would oaa maintain 


a generally high level of employment, given monetary stability. If so; 


it’ follows that we need not weapons to be used at the discretion of 
monetary and .fscal authorities as various circumstances arise but 


' definite and known rules in regard to the conditions in which business 
“men must carry on their operations. Business calculations are in terms 


of a pecuniary unit,-and it is fantastic that while there are definite and 
unchanging units for other measurements, such as the foot and- the 


pound, there is none for the major unit of economi¢ activities. We have 
‘provided laws for the enforcement of contracts; we provide police_ 
. protection for property and person, and we provide that the public 


will not be capriciously deprived of their wealth’ by the state—except 
(but a large exception) when it finances itself by inflationary means. 

Currently there -are three general types of recommendations on ` 
monetary policy. Those who’make the second type of assumption con- 
cerning the nature of the economy—that it is subject to inherent in- 


' stability—would provide for discretionary monetary and fiscal man- 


agement by central bankers’ and treasury officials. They assert that 
“unexpected developments may give rise to differing monetary needs, __ 


and that, consequently, we must t rely upon the judgment of men in 


` 
Pa i 
`~ 





vi ECONOMIC STABILIZATION 2 < 191. 


responsible positions and depend upon them to act promptly and wisely. 


They do suggest certain possible criteria of action, but of course would ` 


not bind the authorities to act in accordance with the behavior of any | 


one of these.. 


Those. who make the third aenor under ‘the proper con-_ 


ditions the system will automatically maintain a generally high level of 
output-——can themselves be divided into two groups on policy recom- 
.mendations, Nevertheless, there is'a very large element of agreement 
between them, particularly in their common suspicion of the merits of 
‘ discretionary management. As a substitute for such management one 
group would institute a completely automatic monetary system. The 
second group would agree concerning the desirability of automaticity, 
but do not see’ how it can be achieved. They therefore would turn to 


management by rule; thus limiting the element of discretion to what ` 


they believe to be an innocuous level. , : 


There are two principal objections to discretionary monetary power. . 


It robs policy of the very thing which is most needed in: monetary. 
matters; namely, certainty-with respect to monetary conditions. If the 


economy is to operate automatically the public must be told that the ` 


stock of money will at all times be controlled rigorously in accordance 
with some pre-established criterion. Only in this way can those cumula- 


tive effects of ‘a changing demand for money be reduced to a minimum. - 
These effects, which havé been emphasized so much in recent years in | 


the discussions of expectations, are themselves in great measure the 
consequence of monetary uncertainty. Expectations would become a 
. major stabilizing rather than a destabilizing influence under conditions 
of monetary stability which were the consequence of a: aon and’ 
"announced policy. 


Both history and an examination of human nature mace that we ` 


cannot rely upon men vested with discretionary monetary powers to 


"s 
~ 


act promptly and wisely. The undue anxiety of central bankers about . 


- the, future and their tenacious,and misguided hope that they can pre- 
dict developments lead them to ignore present difficulties’ much too 


often. They strangely forget that anti-inflationary action. can be re- ` 


versed. 

Only a:brief consideration. of the history of the Federal TA 
System will be sufficient to cause grave doubt about the reliability of | 
© central bankers. Itis through changes in the volume of its earning assets 
that a central. bank influences the stock of money. It is therefore 
' normally an indication of wise action if central bank earning assets 


move inversely to the price level, or whatever indicator of boom and . 


depression may be followed as a guide to action which moves up with 
boom and down with depression. Let us apply this rule on an annual 


T - 
` 
>, ER e ccce aeara aaea - 


‘` ¢ 
a 
ures 


AE 


192 — “AMERICAN ECONOMIC ASSOCIATION ` 


basis to the Federal Reserve System for the thirty years from Ja 
-.1920, to June,:1950. We will rule out two of these years: one because 
'the volume of earning assets was stable; ‘the other because the price ` 
- index was ‘stable. During the remaining. twenty-eight years, earning- 
_ assets and the price level moved in the | same direction in ninetéen years ` 
_and.in opposite directions in nine years. These figures suggest, there- 
" fore, that the Reserve System was acting unwisely twice as often as. 
wisely, If they had flipped a coin to determine their action the Board” 
would probably have done better. - - 
. However, a test based on annual figures is in some ways not reliable. . 
- A more dependable measure of the wisdom of the Board in ‘its use of | 
-discretionary powers can be found i in its action ‘at periods of outstand- . 
_ ing need- for dction. For this purpose we may provisionally include six ~ 
` periods for consideration. They are as follows: 1920-21, 1929-31, 1937- ` 
38, 1940-46, 1946-48, and 1948-49, During four of these. ‘periods the 
credit outstanding of the Reserve’ System moved.in the same direction 
as the price level, while during the remaining two these two factors . 
moved in opposite directions. The two in question were 1937-38 and 
1946-48. From 1937 to 1938 the price level fell by 9 points while the > 
credit of the reservé banks rose by 1 per cent. For its performance in’ 
- the second of these two “periods the Reserve System merits no credit, 
since the pricé index rose by 53 points, while reserve credit declined by. 
only 10 per cent. ‘However, it may perhaps be said that the. Board was 
under intolerable pressure from the Tredsury during this time, and. 
should not,-therefore, be held responsible for its action. This may be so, - 
but misses the point to my criticism. It is not‘so much my purpose to . ` 

‘ impale the Board as to show'that we cannot rely on discretionary 
. monetary authorities. If the Board was not responsible the Secretary of . 
the Treasury was, and he in this instance was acting as a a OnaTy 

` monetary authority. 

- Perhaps we should omit the war period. If-we do so the best- that 
can be said for the Board during the remaining five periods i iş that its 
action was right i in. one, so woefully inadequate as to be equivalent to: 

' wrong action in another, and decidedly wrong in the other three‘in- _ 
- stances. But the extent of the changes in question is important. For _ 
the three periods of clearly wrong action the figures are as follows: i 
From June, 1920, to June, 1921, the price levėl fell 74: points while 
the credit of the reserve banks fell 37 per cent. During the two years . 
_ from. 1929 to 1931 the price index fell 25 points and reserve credit 33 . 
per cént. From 1948 to, 1949 the respective declines were 12 points and 
10 ‘per. cent. In. the light of this examination we must conclude that 
when | conditions have most urgently demarided monetary: anon the ._ 
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Reserve Syn has predominantly followed a policy precisely con- 
‘trary to that which was desirable. 


CHANGES IN CREDIT ee OF THE RESERVE BANKS AND IN THE PRICE LEVEL 


. ; ' i Points Change 

, i g in the Price 

` Per Cent Change ' i Index (BLS 

: in Federal Reserve | Wholesale; 

Period Credit Outstanding 1926 =: 100) 
1920-21 —37 . —74 
1929-31 i = 95 
1937-38 +1 —~9 
1940-46 +-850 f +35 
1946-48 —10 +53 
1948-49 —10 —~12 


I would summarize in one sentence the position I have attempted 
to present as follows: We need not weapons to combat developed 


booms or depressions but stable monetary conditions maintained in 


accordance with some one, announced rule of action. 


E 1 soe 


a = . DISCUSSION 


Epwarp C. 'Smmoxs: Before considering the specific content of the Com- 
mittee’s report, a brief remark on strategy and tactics is perhaps not out of 
order. This excellent report discusses many phases of the problem of reducing 
economic instability, but it says little on how economic knowledge is to be 


translated into operating policy. The American Economic Association’s func- ' 


tion terminates with fostering the preparation of such reports. Its charter does 
not permit it to take a stand on public issues, The report emphasizes that 
. government must act in appropriate fashion if the economy’s inherent 
‘instability is to be reduced. One has to possess great faith to believe that 
publication and discussion of the report will bring tangible results. 


On the assumption that further steps are going to be.taken, I wish to. 


discuss certain aspects of the problem. Part of what I have to say, grows out 
-of the fact that the Committee was not under “mandate to bring in a program 
for action, This circumstance permitted it to present a somewhat textbookish 
discussion of economic instability. The Committee’s remarks on the part which 
might be played by rules are significant although the Committee leaves the 
matter open. 

There is pressing need for à set of rules for the guidance of political 
administrators. These rules would constitute a replacement for the old rules 
of balancing the budget and adhering to the gold standard, which clearly 
were never adequate. They frequently led to incorrect actions, but under them 
vigorous positive action was indicated. In recent years administrators have 
frequently floundered in indecision because they have had no rules to go by. 
To put the matter another way, the task is to provide legislators and admini- 
strators with a new economic conscience as a substitute for the one which 
they lost when the gold standard and the balanced budget were jettisoned. 


One of the speakers has exerted himself to keep before us the late Professor - 


Henry C. Simons’ compelling arguments for reducing policy objectives to 
definite rules.of action. He has cast further doubt on thé wisdom of relying 


on discretionary actions of administrative authorities. The Committee should » 


have come to a firm conclusion on this matter. 

The report is noteworthy for ‘its emphasis on the role which monetary. 
policy can play in economic stabilization. Many economists will be heartened 
to observe that faith is reviving in the power of monetary policy to control 
the Jevel of activity. Few will find reason to object to the Committee’s view 
that monetary and fiscal policy measures must be skillfully integrated. 

- The Committee is possibly too hopeful in its view that fundamental struc- 


tural reforms are not essential. As matters now stand, control of the stock — 


of money is not impossible theoretically but it is almost so in a practical sense. 
More important, those vested with responsibility frequently become confused 
as to whether it is money lending or money creation with which they should 


be concerned. A. basic need is to separate these two really quite distinct _ 


we 
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` functions so that “those who are charged with responsibility for monetary - 
policy will’not have to work with an apparatus whose functioning is beyond - 


the comprehension of persons of even more than average mentality. 


`A related fundamental reform is to widen the gap between money and - 


other things. The stage of financial evolution has now been reached -where 
only a specially trained economic taxonomist can identify money among-the 


many species of debt which populate that jungle which we call the financial | 


system. It seems almost absurd to talk about using monetary policy as a 
stabilizer until the stock of money has dimensions and until the: structural 
arrangements are such that monetary’ management cannot be confused with 


management of the terms on which borrowing may be done in all sectors of . 


the economy. The Committee’ 3 report is not entirely free from this sort of 
confusion. 
Possibly equally sweeping reforms in the fiscal sector must be contemplated 


if the national state’s financial affairs are to be capable of being operated ' 


intelligently by people ee to the task by the woe of the machinery 
of- government. 
There is a prefatory note to the report which may suggest that the time is 


unpropitious to explore stabilization proposals. There is every reason to argue - 
that the task must not be put aside. The ill-conceived measures used in . 


financing World War II complicated the Committee’s task greatly. The same 


temporizing makeshifts must not be used again. A forthright approach to ' 


mobilization need not leave a heritage of built-in destabilizers. There is, how- 
ever, real danger in hastily conceived mobilization measures with built-in 


postwar full employment gadgets. It is to be regretted that the thinking of , 


economists-on stabilization policy is only now beginning to- crystallize. Were 


‘the work further advanced, the‘immediate task woud be greatly facilitated. 


. Everert E, Hacen: Professor Mints’s paper, considered in the light of the 


Committee report, furnishes an informative indication of certain divergent 
viewpoints concerning economic stabilization policy. But. the issues with 
which his paper deals stem to me not to be the basic ones, and I wish to offer 


only two brief and perhaps cavalier comments concerning the issues which 


he sketches. 
Professor Mints asserts—reiterating 4 conclusion which he has iene! 


with supporting argument elsewhere—that if we stabilize the money supply 


we will prevent major fluctuations i in economic activity. Such statistical evi- 
dence as is available points, -I think, in the opposite direction. And, if 
uncertainty concerning the future is given a place is one’s theoretical analysis, 
a theoretical base no longer exists, it seems to me, for believing constancy of 
money stock important in preventing a decline in activity. His analysis 


applies, he states, to a “competitive system.” I believe that-it is ‘sound as. - 
applied to a’ competitive system defined in a highly restrictive, technical . 
meaning. But he applies his policy conclusions to the real world—and doing 
so is, I think, properly subject to Professor Smithies’ strictures concerning . 


putting forth ideal systems in the guise of practical proposals. 


The other major Da of his paper is based on his assertion that advo- i 
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cacy of the tse of policy measures to combat fluctuations i in our econoniy is: - 

- associated with ‘advocacy. of administrative discretion in- applying” ‘those 
measures. It seems to-me that he tortures the wording of the Committee report 
when he. deduces’ that the Committée majority, which advocates: Doley” 
measures ‘to counter fluctuations, also advocates administrative ‘discretion. 

E but: however ‘that may be, it is worth noting that there is no neoa asso" 
=: ciation:between the two ideas. ae E l 
“Suppose, for example that it is. agreed that tax schedules can be reduced - 
quickly, when necessary to fight unemployment òr increased quickly when 

' necessary to fight inflation. Congress may preplan the specific reductions or . 

‘increases and thus set rules by which’ the changes shall come into effect, auto- . 

"matically when certain conditions develop; or may preplan- ‘the tax changes l 

without effective. data, and then -put them into effect in a day by a joint or 
a concurreit resolution ; ‘or may. grant administrators varying degrees of dis- 

_crefion’ in changing , them. (The:.terms “strategy?” and: “wise tise” of policy. 

instruments may as reasonably | be assumed to apply to the first ot second 

~ case.as to the third, it would seem.) Two things are clear: that administrative - 

discretion i is a matter of degree, noť an either-or proposition; and that-almost “ 

- any degree of it or lack’ of it may: as desired be associated with’ most counter- 

- cyclical measures.- - ee ' g 

.. In the space: Temaining I should like to suggest ie relationship of the ” 
topic at hand to our current national situation. The tides of history—if tides - 
is the proper metaphor—have béen running so fast in recent months that the, 

‘” topic of this session; ‘as originally conceived, has in a sense become obsolete. - 
The problem of maximizing production now seems far more important, rela-' 
- tive to -varidus other economic desiderata, than. it seemed two months ago! 

_ ‘How does its new importance, relate to economic stabilization? 7 

_. . Most discussions by economists of the. problem _ of inflation have. explicitly : 

‘or implicitly dealt with it from the viewpoint of the distribution of a given `: 
agregaté real income. Inflation is one way of deciding how the economy’s . 
‘aggregate output. shall be divided. The establishment. of- fiscal-monetary . 
controls sufficiently stiff to prevent inflation. will cause an alternative distribu- 
.tion of aggregate output. And the súppression, of inflation by Beneral direct 
controls will cause a third distribution. '. 
` Now.among thėse three methods, ‘clearly Banay ro can be ` 
” the best. The hardships, inequities, and inefficiencies of inflation are notorious, 
And it is easy to show that for any distribution ‘of income which may. bė ` 
brought about by price controls and rationing, a more equitable oné—rendering | 
greater . satisfaction—can ‘be brought -about by’ fiscal-monetary controls. |” 

_ (Whether the best. distribution law-making ‘authorities are ‘willing to bring "i 
- about by fiscal-monetary controls alone is “better” in thé eyes of any given - ' 

_ beholder than one they are willing, to bring about by. fiscal-monetary measures ` 
supplemented by direct’ controls, is a-different question.)- my 

But such discussions assume that there is a full ‘employment Guba which . 

. is datum and that the choice between fiscal-monetary controls alone and those 

‘measures ‘plus direct, controls will not affect ‘the-level of aggregate. output. ` `; 

But when a | major basic pepe is'to maximize e ourput, a HE different and ' 


~ 
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separable question arises: will the method used to prevent inflation affect 
materially the size of the pie to be divided? 

In World War Il, more than seven million persons above the estimated 
normal entered the labor force. Hours of work in manufacturing rose from 38.1 
in 1940 to 45.2 in 1945; and to a peak of 47 in all durable goods manufactur- 
ing. This provided the equivalent of more than ten million workers whom we, 
had not counted on before the war. . 

How was this performance achieved? The added workers entered the labor 
force for a variety of motives—-some because their husbands were in the armed 
forces, some purely because of patriotism, and so on. But beyond doubt a | 
dominating condition, without which the increase in labor force could not 
have occurred, was an intense demand for their services, So avidly did the 
market gobble up all that could be produced that. employers in their eagerness 
to expand output were eager to hire workers beyond the peacetime retirement 
age, youths, and inexperienced and.marginal men and women. The same 
influences resulted in long-overtime. Without the hyperdemand the expansion 
of the labor force and of output could not have occurred. 

I submit that if we are to duplicate that productive achievement we must 
re-create the hyperdemand which brought it about. How can that be done? 

Obviously inflation cannot do it. For inflation is a process by which price 
rises convert a sellers’ market into an equilibrium market—a market with an 
unsatisfied appetite for added goods into one where unsatisfied demand has 
been dissipated in higher prices. 

Neither can fiscal-monetary measures do it. Fiscal-monetary measures pre- 
vent inflation precisely by reducing demand until it no longer has sufficient 
strength to draw prices upward. But by the same token, it no longer has suffi- 
cient strength to motivate the recruitment of youths, oldsters, and “added” 
family ‘members into the labor force. , 

To draw millions of extra persons into the labor force, we must create per- 
petual “excess demand,” a continuing “sellers market.” And the only way 
in which this can ‘be done is to spend enough to create the demand, and then 
suppress inflation’ by direct controls while leaving the demand in existence. 
This consideration seems to me to outweigh the inefficiencies associated with 
direct controls. 

The question of the best way to prevent inflation i in a pened of economic 
mobilization is a complex one. Elsewhere, Professors Hart and Galbraith dis- 
cuss it at some length. In this brief comment, I wish to make only the single 
point that the greater the importance one gives to maximizing production, the 
more favorably one must look upon direct controls. If the desirability of 
maximizing production is sufficiently high on one’s scale of priorities, it will 

“swamp” other considerations. 

At this point the discussion ceases to be a merely economic one. As a citizen 
and social scientist and not merely as an economist—and for reasons too 
complex to present within the space available here—I judge that the desira- 
bility of maximizing output at the present time is such that the great increase- 
in output attainable through the use of direct controls merits their use. 

This argument should not be mistaken as a plea against strengthening of 
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fiscal-monetary policy. Obviously, I think, we need as strong a fiscal-monetary 


policy as Congress is apt to give-us, even under all the feeble pressure which _. 


can be placed upon it. We do not need unlimited inflationary pressure. We 
neéd only enough to provide a guaranteed market. Too much pressure may 
burst the controls. : 
- Economists, it therefore seems to me, should at the present time advocate 

stronger fiscal-monetary measures and also direct controls. a 


- WALTER A. Morton: Professor Smithies, it seems to me, shows quite 
‘correctly that we have systematized and institutionalized the thinking of, 
J. M. Keynes until it has lost its life and vigor. The time has come to place 
Keynesianism in its appropriate place alongside other ideas in the history of 
economic thought and readjust our theory and policy to this reorientation. 
We will then recognize that unconditional governmentally maintained effective 
demand is a contradiction in a free society and that the quantity of money 
and liquid assets, as well as-incomes, have an effect on consumption, invest- 
ment, and prices, and other of the ‘neglected ancient truths of economics. 
Keynesianism in all its modern elaboration has become an empty formalism 
_ unsuitable for policy except as one among numerous remedies which may be 
appropriate to a given historical: situation. The General Theory, like the ` 
classical theory, is only a special case. Each alone is inadequate but both 
combined furnish more insight: 

I agree with Professor Mints that a fixed rule of monetary. policy, or i 
that matter of any policy, is preferable to administrative discretion, provided, 
_ however, that a rule can be found appropriate to all circumstances to which it 

must be ‘applied. If, moreover, such a rule can be discovered, then the distinc- 
tion between rules and authorities will soon disappear because any sensible, 
authority would apply the rule whether or not it was enacted into law. The 
issue is then whether such a rule has been discovered. 

Everyone agrees that price stability is one of the aims of Soe policy; 
“the only question is whether it shall be made the sole criterion for credit ex- 
pansion and contraction without regard to other considerations, such as the ` 
volume of employment, prices of stocks, bonds, and real estate, and the sol- 
vency of the banking system. If the application of the price stability rule 
simply implies cheap money during a period of falling prices (and vice versa) : 
then it may be ineffective in maintaining aggregate demand which in turn ~ 
maintains prices. If, however, it implies further action such as government 
deficits, subsidized consumption, public works, etc., then the policy in practice 
is not likely to be different from Keynesianism and subject to the same limita-. - 

tions. Which of these two interpretations is intended? : 

Professor Mints believes the economic system to be inherently stable except” 
' insofar as unstable money creates fluctuations. In contrast, the Keynesians 
conceive the economic system to be inherently unstable unless aggregate . 
demand is maintained by monetary and fiscal policy. I do not think we need 
to be restricted to these two views and then -be forced to choose between the - 
classical-Chicago and the Keynesian position. We can rather adopt an inter- 
mediate position incorporating the truth of both classicism and Keynesianism. 


x 
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In the broader philosophical tradition these views may be compared. to 
deism, theism, and humanism. The deists believed that the universe was so 
ordered from ‘the beginning- to make intervention unnecessary. The theists ' 
believed divine interference occasionally beneficial. The humanists simply - 
accept the order of nature where it suits them and alter the course of events 
to serve human ends. The physiocrats and the classicists resemble the deists 
believing that the price system under competition will produce full employ- 
ment and the best allocation of resources. The ‘Keynesians hold the system | 
` to be unstable because the rate of interest, an essential cog in the price system, _ 
fails to regulate savings and investment so as to maintain aggregate - demand — 
at a level sufficient to insure full employment. Keynes is the prophet, and the . 
state and the central bank play God. The third position, which I hold, can be 
designated’as the historical-analytical theory. It holds with the classicists that 
the self-equilibrating factors have worked in the past and still are working to 
maintain high- level employment. But it also holds with - Keynes that “these | 
forces are not always adequate to this purpose, because the price mechanism ` 
‘is not adapted to overcome disequilibria in the system created by historical 
conjunctures and by institutions which affect the distribution of wealth and 
income, and the habits of consumption, saving, and investment. Economic _ 
stability therefore requires optimal wage-price relationships and optimal aggre- ` 
gative relationships. Policy at any time must therefore be based upon a judg- 
ment regarding the nature of the disequilibrium. Is it Keynesian or, classical? 
And it is the function of policy makers to form a judgment and act accord-- 
ingly. No simple Keynesian or classical faith comforts us and, provides. us 
with a cloud by day or a fire by night which leads us into the promised land. 
‘Instead, we are left with a constant human struggle to act as best we can with 
the knowledge at our disposal. This is what, .in fact, the theorist does when 
he stoops to the level of Practical administrative decision regarding the i im- 
portant affairs of economic life. 

“Applied to the immediate past; I doubt heia we would have been’ better 
off in 1920 if Mints’s rule or Keynesian remedies had been applied. Whole- 
sale prices fell almost 40 per cent from 1920 to 1921, and money wages fell 
about 10 per cent. Mints’s rule would have called for vigorous inflationary | 
policies. So would’ Keynesianism. Instead we liquidated the inflation and’ 
proceeded to a rapid recovery and years of prosperity. 

-During the twenties, wholesale prices were stable or slightly downward, but | 
real estate and stocks became highly inflated and we encountered the greatest 
depression in history. The price stabilizationists of this period, including 
Keynes, Hawtrey, Fisher and many others, contended for even greater bank 
' expansion. Can we agree that this would have been helpful? Professor Fried- 
rich A. Hayek attributed. the onset of the depression to the price stabilizers 
and its severity to the attempts to prevent liquidation (Monetary Theory and. 
the Trade Cycle, page 22). Regardless of the merits of Hayek's theory, it does. 
not seem that cheap money would have prevented the major decline, nor that 
‘ it alone would have insured recovery as indeed even Keynes came to believe 
by 1933. Nor can we be sure that public expenditure would have achieved 

lasting prosperity if it had been undertaken on a large scale before liquidation 
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MODERN INDUSTRIALISM AND HUMAN VALUES: 


INDUSTRIALISM AND CULTURAL VALUES 


By HAROLD A. INNIS 
University of Toronto . 


The title of this paper, suggested by Professor F. H. Knight, implies 


a contrast such as that suggested by his colleague Professor J. U. Nef > 


in the use of the title Civilization and the United States. Professor 
Knight states in a letter that he has in mind the German Bildung rather 
than Kultur. Bildung is defined as “formation, form, fashion, shape, 
organization, constitution, education, cultivation, culture, civilization,” 
and Kultur unfortunately as “cultivation, culture, civilization.” A 
document headed, “An Appeal—a Challenge,” sent out at an early 
stage in the preparation of the program has the item, “Industrialism 
(Capitalism) and Culture (high or low quality of civilization). How far 
and wherein ‘materialistic’ and ‘vulgar. ” Among Professor Knight’s 
many contributions he has developed the Se mark to new levels 
of usefulness.  . 

I must apologize for this excursion in semantics since it probably 
reflećts very recent and prolonged experience with a study of the im- 
portance of the meaning of words. I suspect, however, that the prob- 
lem of semantics. suggested in the title of this paper is part of the 


problem to be discussed in the paper. I can go further and suggest that’ 


the instructions sent out to readers of papers at these meetings regard- 
ing their length and the time allocated for reading reflect similar phases 
of the problem. The demands of industrialism in the form of time tables 
and a printing budget will have their implications. If I may appeal to 
a directive, a volume of papers and proceedings of 704 pages, covering 
twenty-two sessions, assumes a maximum of 4,500 words for each paper 


to be given in a maximum of thirty minutes, “talking at the rate of not 


over 150 words per minute.” We are faced immediately in this very 
hall with the problem of the subject of this paper. 

The writer and reader of a paper who has artistic interests must 
think in terms of a relatively fixed medium; namely, a maximum of 
4,500 words in thirty minutes.: The demands on artistic skill among 
those concerned with the field of economics implied in the writing of 
sixty papers or more can be left to the imagination, particularly as 
most of us have been trained in another medium; namely, the fifty or 
sixty minute lecture as part of a long series of lectures following a 
general pattern. Lest I should appear unfair in these remarks, I must 
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quote part of a handwritten note from the President in which his recog- ` 
nition of the limitation of machine industry or industrialism in a pro- 


` gram of the American Economic Association is obvious: “Tm not 
thinking in terms of scientific, contributions on such subjects; only in- 
telligent stimulating discussions. The papers can be summarized for 
the proceedings if the speakers don’t think them finished enough for 
printing as written.” Finally, his concern with the problem explains 
my appearance on the program and I suspect his ultimate consent to 
become President of the Association. 


To quote again from his letters, he wanted a paper on the “relations, 


_ between ‘modernism’ and - ‘culture’ (cultivation not culture in the an- 
_ thropologist’s sense)... . The only difficulty will be that it’s too easy.” 
I wish this’ were true. In the first place, we must be aware of the ex- 
traordinary, perhaps insuperable, difficulty of assessing the quality 


of a culture of which we are a part or of assessing the quality of a cul-. 


ture of which we are not a part. In using other cultures as mirrors in 
- which we may see our own culture, we are affected by the astigmia of 
our own eyesight and the defects of the mirror, with the result that 


we are apt to see nothing in other cultures but the virtues of our own,- . 
During the twentieth century machine industry has made it possible ` 


to amass’ enormous,quantities of information evident in encyclopedias, 
' histories of civilization, and quiz programs. The concern with the study 
of civilization in this century is probably ‘a result of the character. of 
- our-civilization. Certainly such studies reflect our civilization. Spengler, 
= in The Decline of the West, could not have been uninfluenced by the 
position of Germany, nor could Toynbee free himself from the tradi- 


tions of English-speaking countries, nor could Kroeber escape the in- © 


fluences ' ‘of the United States and the obsession with the objective 
qualities of science. I shall assume that cultural values—or the way in 


which or the.reasons why people of a culture think about heme 


are part of the culture. 

` Tt is perhaps a unique character of civilization.that each divilization 
_believes in its uniqueness and its superiority to other civilizations. In- 
deed this may be the meaning of culture; i.e., something which we have 
‘that others have not. It is probably for this reason that writings on 
culture can be divided into those attempting to weaken other cultures 
and those attempting to strengthen their own. The emphasis of St. 


Augustine on original sin implied an attack on those representing the : 


secular state,as the emphasis-of John Locke on the tabula rasa was 
the basis of an attack on ecclesiastical hierarchy, and “the work of 
Spencer on progress the basis for the supremacy of Anglo-Saxons. 
“Reason is and ought only to be the slave-of the passions and can 
= never pretend to:any other office than to serve and obey them”—a 
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statement. as true of this quotation and of Hume’s writings. as of others. 


Perhaps the obsession of each culture with its uniqueness is the ulti- i | 


mate basis of its decline: Dean Inge-has remarked that civilization i is a 
disease almost invariably fatal unless the cause is checked in time. The 
Hindus and the eee have survived by marking time. . 


A brief survey of cultural development in the West may. indicate the 
peculiarity or uniqueness of culture and elements which make for dura- 


tion and extension. Cultures -will reflect their influence in’ terms of 
_Space-and in terms of duration. How large an area did they cover and 


how long did they last? The limitations of culture, in point of dura- ~ 


tion, are in_part a result of the inability to muster the intellectual re- 


~ sources of a people to the point that stagnation can be avoided and .. 


that boredom can be evaded. The history of boredom or stagnation has 


yet to be written, but it might well include.the story of the ostracism ` 


-of Aristides the Just on the ground that the ‘Greeks became weary of 
hearing him called “the Just.” Hume wrote that “when the arts and 
sciences come to perfection in any state, from that moment, they nat- 


= urally or rather necessarily decline and seldom or never revive in that: 
nation where they formerly flourished. ” Intense ‘cultural activity is.. 


followed by fatigue. 


The facility of concentrating on intense cultural activity during a- _ 
short period of time and the capacity to mobilize intellectual resources _ 


-over a vast territory assume to an important extent the development 
of armed force to a high state of efficiency. Cultural activity, evident 
in architecture and sculpture, capable of impressing peoples within a 
wide-area, is designed to emphasize prestige. It becomes an index of 
power. A concern for continuity, the biological limitations of the pa- 
triarchal system as a basis for dynasties, and the difficulties of main- 
taining a high cultural level over a long period of time, will involve 
~ an emphasis on types of architecture calculated to reflect a control over 
‘time as well as over space. The pyramids were an index of power over 
time but dynasties represented by them were displaced and in turn 


new dynasties concentrated on new monuments to enhance their pres- - 


tige. Old capital sites scattered along the Nile Valley were a tribute 
' to the demands of successive dynasties for prestige. The Egyptian em- 


, pire was a tribute to their success: But such monuments as capitals - 
with tombs,. palaces, temples, and sculpture were expensive and did ~ 


much to bring the empire to an end. Political power reflected in capitals 
_ was supported by such cultural activities as wing evident in succes- 
~sive bureaucracies. r 


1 Civilization in’ the Tigris and Euphrates valleys lec aa along 


an y ` ` / 
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lines aa to that in the Nile but solutions to the ee of time 
. appear to have been reached before the problem of space and organized 
force became acute. Religious communities with hierarchical organiza- 
tions characterized Sumerian civilization, and while architecture de- 
pendent on bricks made from the clay of the delta regions became im- 
portant, writing on clay was a basis for communication, administration, 
and trade. Organized force represented by Sargon of the Akkadians 
brought religious communities under control and with access to writing 


_ became’ the basis of a vast empire. With religion based on writing, 


Sumerian culture proved sufficiently strong to throw off control of.a 
_ foreign ruler and to support a capital at Ur for a limited number of 
dynasties. In turn this culture came under the control of fresh con- 
` querors and a new capital of palaces and temples emerged-at Babylon. 
The effectiveness with which control over time reflected in religion was 


_ fused with control over space was evident in the long period in which: 


. Babylon persisted as a capital under the Kassite dynasty. 
The success of organized force was dependent in part on technologi- 


cal advance—notably in early civilizations—in the use of the horse, the - 


crossing of the light African horse with\the heavier Asiatic horse, and 
the introduction ‘of horse riding and cavalry to replace horse driving 
and chariots, and. the use of iron as a substitute for bronze. The Hit- 
tites with the use of iron succeeded in building an empire with a 
capital which emphasized sculpture and architecture but which was 


checked on the south by Babylon and on the “north and west by the’ 


Greeks with their control over the sea at Troy. They were followed 
by the Assyrians who exploited technological advance. ia warfare and 


Po 


made fresh contributions. to its development. With a new capital at. 


_ Nineveh they succeeded in offsetting the prestige of the Nile and of 
Babylon and establishing an empire to include the civilizations of both. 


Prestige was based not only on architecture and sculpture but also on’ 


writing. The library became a great instrument of imperial power and 


set an example which has influenced the history of the. West until the’. 


present time. The concern of the Assyrian empire with the collection 


of Sumerian documents for the library at Nineveh has been paralleled , `- 
at Alexandria, Rome, Paris, Berlin, London, Moscow, and Washington.’ 
` In Canada we are attempting to follow in our own way at Ottawa. The - 


Assyrians not only attempted to’ maintain their prestige by libraries 
but also by development of a reputation: for warlike’ ferocity paralleled 
in this-century. Failure of the Assyrian empire was in part-a result of 
the tenacity and diversity of civilizations in Babylon and Egypt. 
Persia succeeded where Assyria. had failed by emphasizing the im- 
portance of a single capital by architecture and sculpture and the 
importance of small capitals of districts or gatraps governed from a 


a 
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center. The beginnings of the principle “divide and rule” were evident 
in recognition of the religions of Babylon and Egypt and encourage- 
ment of the religion of the Hebrews at Jerusalem. But as in the case of 
Assyria, the political organization of Persia was unable to meet the 
demands of continuity. 

Political organizations determined to an important extent by the 
limitations of armed force and characterized by centralized power em- 
phasized the capital city and left their impress on cultural activity in 
architecture and sculpture. They emerged in land areas and extended 
from the Nile Valley to Asia Minor. They provided a shelter for the 
development of communication facilities and the growth of trade, such 
as that of the Arameans on land and of the Phoenicians on the Medi- 
terranean. Communication was subordinated to the demands of cen- 
tralized power in religion and in political organization and was char- 
acterized by the use of the eye rather than the ear. The scribe occupied 
a strategic position in centralized bureaucracies. 

, II 

In attempting to use other civilizations as. mirrors by which we may 
understand our own, we are exposed to much greater dangers in study- 
ing Greek culture and its successors since our own culture has been 
profoundly influenced by it. Civilizations of the Nile and Asia Minor 
had a limited influence on peoples among the north shore of the Medi- 
terranean. Minoan civilization was an attempt to encroach on the sea 
which. failed in the face of opposition from the north. Mycenean civili- 
zation on the mainland proved moré adaptable but in turn succumbed. 
The Greeks escaped the centralizing tendencies of river civilizations 
with their effects on capitals, architecture, and sculpture and on writing 
with, its implications to bureaucracy. With settlements on the islands 
and along the coast, civilization emphasized cultural aspects suited to 
the need of the Greeks. The oral tradition rather than writing pro- 
vided a basis for the epic and for literature designed to unite scattered 
groups in a consciousness of Greek culture. The alphabet borrowed 
from the Phoenicians was given vowels and adapted to the demands 
of speech. The ear replaced the eye. With the spread of writing, the 
oral tradition developed fresh powers of resistance evident in the 
flowering of Greek culture in the sixth and fifth centuries. A concern 
with the eastérn concept of the capital was emphasized in the age of 
tyrants in the sixth century notably in Athens and in the fifth century. 
notably in the Athenian empire. But as the epic and tragedy reflected 
the character of Greek civilization, so, too, did architecture and sculp- 
ture. “After art had been toiling in India, in Persia, and in Egypt to 
produce monsters, beauty and grace were discovered in Greece.” (Sir 


é 
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| James Mackintosh) “Nothing overmuch” was a maxim which im- 


~ 2 


plied distrust of specialization in all phases of cultural life. Greek cul- 


- ture was destroyed in the growth of writing and of- individualism in the 


latter part of the fifth century. 

The vitality of Greek cultire was evident finally in the flowering of 
military skill in the conquests of Philip and Alexander. Greek culture 
with its political organization reflected in the city-state came in con- 
tact with concepts peculiar to early civilizations and compromised 
with them in the Hellenistic kingdoms. The capital to a limited extent | 
was restored. In Egypt the Ptolemies established a new capital at 
Alexandria and created a new deity to destroy the influence of the old 
capital at Thebes, and built up a library to exploit the limitations of 
Athens and to offset the influence of Babylon. At Pergamum, the At- 
talids developed a capital with a library designed to offset the prestige 
of Alexandria. The Antigonids were eventually deteated by a revival 


_ of Persian civilization. ` 


In the west, along the north coast of the Mediterranean, Rome came 


under the cultural influence of Greece, and after destroying Carthage, 


which had inherited the commercial traditions of Phoenicia, extended 
her influence to the- Hellenistic kingdoms to the east -and to Spain 
and Gaul in the north and west. The influence of Egypt was evident 
in the deification of the ruler, in the decline of the Roman Republic 
and the emergence of the Roman Empire, and in the increasing centrali- 
zation of a bureaucracy. The attempt to offset the influence of Persian 
civilization was evident in the orientalization of the emperors and 


eventually in the establishment of Constantinople as a capital to take 


advantage of the support of Hellenistic culture, including Christianity. 
The inroads ‘of the barbarians were followed by the decline of Rome 
and the rise of Constantinople as a political center. The difficulty of - 
subordinating cultural capitals with their roots in earlier civilizations ` 

reflected in the religious controversies of the period led to the emer- 


_ gence of Rome as the religious capital of the West, and to the spread . 


of Mohammedanism in the East. With Mohammedanism, new capitals 
arose at Baghdad and at Cordova in Spain. Access to a medium other 
than papyrus and parchment, namely paper, enabled these centers to 
build up libraries and compelled Constantinople to take a fresh interest 
in learning. In the West the Holy Roman Empire became an institution ` 
designed to strengthen the prestige of Rome. In turn the political in- 
fluence of Rome led to the increasing prestige of Paris as a thealogical 
center. The attempt of the papacy to recapture Jerusalem and the 
Eastern church in the Crusades was followed by the growth of small 
Italian city republics, notably at Venice, Florence, and Genoa. The 


_ final a as of Constantinople and of the Byzantine Empire follow. 
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ing the use of artillery in 1453 brought new efforts: to regain prestige 
in the East at Kiev and in the West at Paris. 

~The capitals of the northern Mediterranean and Europe, while Te- 
flecting the influence of the capitals of the Nile and the Tigris and — 
Euphrates. valleys, were- dominated by the oral tradition of Greece. . 
The absolute monarchy of Egypt and’ the East became the Roman 
emperor, the English Tudors, Louis XIV, and the Czars of Russia; © 
and its culture was evident in the courts of Rome and Constantinople, 
London, Paris, and. St. Petersburg. The city-state. of Greece was re~ 
vived in the city republics of Italy and Germany and in the renais- 
sance, and its influence softened the tyranny of the courts. In some 
= sense the culture represented by the courts had solved the problem 
of time and space. The Byzantine Empire persisted as a unique achieve- 
- ment in duration, and while the size of its territory fluctuated, its 
achievement in the solution of problems of space was scarcely less re- 
markable: Paris became. the cultural center of the West, notably under 
Louis XIV, and the influence of the French court was evident in the 
: England a Charles II, in- the courts of Russia, and indeed wherever 
culture in the Western sense raised its head. ‘Antwerp, Amsterdam, ` 
London, Berlin, St. Petersburg, Moscow, and Washington were in- - 
fluenced, directly and ‘indirectly by the dominance of Paris. French 
culture persisted after the revolution and after the occupation of the | 
recent war, and survived the state. Like Paris, London became more 
dependent on cultural influence than on political pipeneauon to refer 
only Ko the British Commonwealth of Nations. 


Il 


After a brief survey of earlier civilizations we can attempt an ap- 
praisal of the possibilities in terms of duration and extent of our own 
civilization. We have emphasized the significance of communication in 
. determining the characteristics of earlier civilizations and of changes 
in methods of-communication, The discovery of printing in the middle — 
of the fifteenth century implied the beginning of a return to a type of 
civilization dominated by the eye rather than the ear. With printing 
^ and an increase in the use and manufacture of paper, German cities 
strengthened their position and facilitated a break from the.Church in 
‘Holland, Germany, and England. Their advance was registered i in the 
` concern for the word of the Bible, the Reformation, and the rise of : 
Protestantism. The full impact of printing did not become possible . 
until the adoption of the Bill of Rights in the United States with its, 


guatantee of freedom of the press. A guarantee of freedom of the press ` 


in print was intended to further sanctify the printéd word and to pro-. 


vide'a rigid bulwark for the shelter ar vested interests; ppanng a as- -> 
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` sumed mass production ` or. reproduction of words, and once it escaped 
from the pattern of the parchment manuscript, it compelled the pro- 
+ duction of vast quantities of new material, including material to-meet 
the demands of science and technology. Improvement of communica- 
tion hastened the development of markets and of industry. The indus- ` 
trial revolution followed the printing industry and in turn in thé nine- - 
-teenth century with the use of steam power in the manufacture of 
paper and of printed material, supported rapid. expansion of the print- 
ing industry. . 
We are perhaps too nck a part of the civilization which followed 
the spread of the printing industry to be able to detect its character- 
istics. Education; in the words of Laski, ‘became the art of teaching 
men to be deceived. by. the printed word. But there are unmistakeable 

signs that this is-a civilization which partakes of the character of : 
civilizations in its belief in its uniqueness and superiority over other: 
‘civilizations. We are all familiar with the claims of the printing in- 
dustry: to the effect’ that'it has ushered in a new and superior civiliza-.. 

. tion.. No other civilization, we are told, has'enjoyed our advantages. 

. Democracy, education, progress, individualism, and other blessed words 
describe our new heaven. At this point the water becomes swift and we -- 
are in grave danger of being swept off our feét ‘by the phenomenon we 
are describing. We are in danger on the one hand. of- losing our ob- | 
' jectivity and on the other hand of being placed under arrest. Freedom 

, Of the press has been regarded as a great bulwark of our civilization. . 
and it-would be dangerous to say that it has become the great bul-,: 
wärk of. monopolies of the press. Civilizations have their. sacred cows: 
-The middle ages burned its: Heh ents? and sg modern age threatens 
them with atom bombs: . . - , 

I have. no preferences for AAE ene even to the extent of Being 
refused admission: to the. United States and perhaps I should,go no 
further. But I must venture concluding remarks in the hope that I may 
meet the President’s -interest. in “stimulating discussion.” In contrast 
with the civilization dominated by. Greek culture with its maxim, `- 
“nothing ` in excess,” modern civilization dominated by machine in- ` 
dustry’ is concerned always with specialization, which might be. de- 
scribed ‘as‘always in excess. Economics, beginning with Adam Smith, ` 
and indeed other social sciences have an obsession with specialization. - 
» Specialization and industrialism support an emphasis on equality. An 
interest in material goods which characterized the Scottish people as. 
represented notably by Adam Smith has been followed by, an attitude — 
‘described: by Samuel Butler: “AN progress is based upon a universal . 

- \innate desire on the part of every organism to live beyond its income.” 

The concern with specialization and excess—miaking more and better 
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mousetraps—precludes the possibility of understanding a preceding | 


civilization concerned with balance and proportion. Industrialism im- 
plies technology and the cutting of time into precise fragments suited 
to the needs of the engineer and the accountant. The inability to escape 
the demands of industrialism on time weakens the possibility of an 
appraisal of limitations of space, Constant change in technology, par- 
ticularly as it affects communication as a crucial factor in determining 
cultural values (for example, in the development of radio and tele- 
,vision), increases the difficulties gf recognizing balance, let alone 
achieving it. 

The cultural values of an industrial society are not the cultural 


values of other societies. The equation of ethical values between cul- , 


tures is possibly more difficult than the equation of other values, though 
Professor V. Gordon Childe has described the implications of cultural 
change in fields of such abstraction as mathematics. Dean Inge has 
reminded us that the outburst of rich artistic activity in Greece co- 
incided with a decline in the status of women. The extreme sensitivity 
of modern civilization (for example, in the attitude toward cruelty to 
animals and the extreme insensitivity toward unbelievable cruelty to 
human beings) has synchronized with the complete collapse of spon- 
taneous and unconscious artistic production. 

Anthropologists—notably Pitt-Rivers—have explored the dangers 
of the intrusion of one culture on other cultures. Historians have com- 
mented on the unsatisfactory results which followed the importation of 
the parliamentary system to the’ European Continent. The disasters 
which overtook North American civilization following the coming of 
Europeans have been described at length. The disturbances. which 
have characterized a shift from a-culture dominated by one form of 
communication to another culture dominated by another form of com- 
munication, whether in the campaigns of Alexander, the Thirty Years’ 
War, or the wars of the present century, point to the costs of cultural 
change. The impact of Point Four on other cultures—the clash of so- 
called “backward” and so-called “forward” countries—involve such 
unpaid costs as the enormous loss of life directly through war and 
indirectly through. cultural change. The spread of communism from 
France to Russia and China is a further illustration of the instability 
_ of Western civilization. Stability which characterized certain periods 
in earlier civilizations is not the obvious objective of this civilization. 
Each civilization has its own methods of suicide. 


| DEFENSE AND OPULENCE: 
THE ETHICS OF INTERNATIONAL. ECONOMICS . 


_ By KENNETH E. BOULDING 
University of Michigan 


One of my favorite half-truths is that there is no. such thing as the 


-theory of international trade. There is, of course, a theory of trade- ` 


in-general. There is a theory of the location of economic activity. 


There is a general theory of the balance of payments (i.e., of monetary f 


circulation). There is a theory of comparative advantage, which is, 


. after all, merely a special case of the general theory of specialization. 


There is a theory of.exchange.rates, which is merely a special case of 
the general theory of exchange and markets, There is a theory of the 
geographical mobility of economic resources. None of these topics fits. 
comfortably into what is usually termed “international trade.” The 
theoretical parts of textbooks on this subject are a hodgepodge of stuff 
taken from monetary theory, location theory, exchange theory, and 
so'on. Indeed, from the point of view of the pure economist interna-. 
tional trade can almost be regarded as little more than a very bad 
- statistical sample of the total-volume of trade—a ‘sample which hap- 
pens to be collected at national frontiers. A shipment which goes from 
Detroit to Windsor is international trade; a shipment which goes from 
‘ Detroit to California is not. If a world state were established tomorrow 
all international trade would disappear immédiately. Practically all 
the problems connected with international trade would remain. It is 
evident that we are dealing with an arbitrary and almost meaningless 
segment of the universe, much as if we had set up a’Study of Things 
Beginning with P, and written textbooks around peanuts, politeness, 
and peculiar people: 

The trouble with half truths, however, is the other half. International 
trade is a by-product of the existence of the national state—an institu- 
tion which may, to the economist, be arbitrary, but which is none the 
less real and which becomes more and more noticeable all the time. The 
economist’s attitude towards the national state is symbolized in the fact 
that he calls its activity “intervention.” The national state, that is, is 
not really part of the economist’s universe. It is conceived as a capri- 
cious, though frequently as a benign, deus ex machina “intervening” in 
the natural” world of private economic institutions and relationships ` 
` with tariffs, taxes, quotas, price regulations, labor laws, and so on, but 


not really forming part of any larger universe. There is nothing in eco- ` 


nomics resembling a “theory of the-state” in the way that there is a 
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“theory of the. firm. k Unfortunately there i is very little theory of the 
state anywhere in social science, not even in political science, which 
seems to be in much the same position today that economics might be 
in if there had never been anything but institutional economics since ` 
- Aristotle. Consequently, the study. of international relations (of which 
international trade is a part) is still almost entirely conducted at the 
„level of high-class journalism, or at best history, without either theo- . 
retical foundations or empirical superstructure. The appalling nature .. 
-of this gap in social science can be seen vividly if we contrast the kinds 
of answers which social scientists are able to give to the-questions of 
how’ can be avoid depression and how can we avoid war. To the first 
question economists can give some kind of answer. By the second, social. 
scientists are, or should be if they have any decent humility,- .struck 
dumb. 

“Nevertheless, Adam Smith brazenly called his seat work “An In- . 
quiry into the Nature and Causes of the Wealth of Nations,” and al- 
most half the work is given over to a discussion of the “Sovereign or . 
Commonwealth” as an economic entity. Theories of defense, justice, 
public works, education, religion, the “dignity of the sovereign,” taxa- 


‘tion and public debt—all find their place. It is perhaps one of.the great ` ` 


misfortunes of ‘social science that the innumerable hints and sugges- 
tions in Adam Smith’s superb Book V were never systematized into a 
“discipline” in the way that succeeding generations of economists per- 
fected his more “pure” economics. A hint of a “theory of thé nation” 

is given in the famous passage on the navigation acts from which I 
have taken my title: “As defence, however, is of much more importance 


than opulence, the act of navigation is, perhaps, the wisest of all the ` 


commercial regulations of England.” The prime object of the policy of 
any nation is not the welfare of man, even of its own citizens, but is its 
own preservation. The welfare objectives are important mainly as the. . 
- servants of defense. Any organization which obviously and clearly | 
makes no contribution, or a negative contribution, to the welfare of 
those on whom it relies for support will not ultimately be defended. 
‘Hence over a large range of human activity “opulence” and “defense” 
ate complementary rather than' competitive goods. Nevertheless the 
nature of this relationship rieeds to be examined. 

The concept of defense is important not only in the theory of the 


nation-state but also in the theory of all other organizations. We are i 


beginning to realize in economics that a theory of the firm (or union 
or household or any other organization) which fails to take into ac- 
count the political nature of all these organisms is seriously deficient 
for many purposes. Newer interpretations of -business behavior, such. 
‘as that of W. W. Cooper, which make the concept of “retaining con- 
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trol” nical are closely allied to the theories of TE It is not 
unreasonable to’ say that the main objective of the businessman is to 
-stay in business, of the politician is to retain office, of the union leader. 
is to keep his job, and of the saint is to maintain: his sanctity—as long 
as these roles: are satisfying to the individual performing them and 
no more alluring alternative role seems possible. The maximization of 
the welfare of the “clientele’—-whether this is seen as the maximiza- 
tion of stockholders- profit, of national welfare, of benefit to. union 


members, or of the welfare of the church—is behaviorally significant ` 
mainly as it becomes part of the role which the executive sees. himself : 


playing. Even the exceptions to the above principle serve to under- 
liné its significance. The businessman who sacrifices his business to some 
high principle, the politician who would “rather be right than presi- 
dent,”.and the labor. leader who sacrifices his union for a cause are 
themselves defending what in their eyes is a superior role to the one 
in which the world has placed them. The significance of organizations 
rests in the persistence of the roles which they create. Indeed, an or- 
ganization might almost be described as a bunch of'roles tied together 


with red tape. The role persists despite change of person (the king is, 


dead—long live the king!) and it.is the role that is defended rather 
than the particular incumbent who happens to be playing the part. 
The concept of-defense, therefore, is in no way peculiar to the na- 


tional state but applies in some degree to all organizations. Never- | 


theless, -the methods of defense of he national state raise acute wel- 


fare problems, The national state is almost the only organization, | 


apart from criminal organizations, which employs violence as a regular 
- and essential instrument of its defense. The defense of most organi- 
zations, such as businesses, universities, families, and churches, in- 
volves the maintenance of “attractive” power; i.e., the ability of the 
organization to draw people into relationships with the organization 
and away from competing organizations. Businesses live by their 
ability to produce goods which they'can sell at prices sufficient to en- 


able them to hire resources. Very. rarely do they employ violence, and ` 


the occasional “Pink” and thug is exceptional. Normally businesses 
can survive only by their ability to attract both customers and em- 
. ployees. The same is true of families, universities, and churches. The 
competition of these organizations is therefore in a very real sense 
competition in the! satisfaction of human desires; that organization: 
which can best satisfy these desires in its whole scheme of operations 


is most likely to survive. For this reason, “economic” competition has. 


been for the rhost part highly benéficial, whether this has been the com- 
petition of businesses, universities, churches, or even of families, and 
‘tends to move the character of these organizations constantly in the. 
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direction of a better satisfaction of human need. There are some im- 
portant possible exceptions to this principle, of course, most of which 
arise, -I suspect, because of ignorance; i.e., an inadequate learning 
process. The patent medicine peddler, the sophistical cult, the parasitic 
family—all exist in the interstices of a noncoercive society. The prin- 
cipal characteristic of áll these less desirable organizations is the ability ` 
to create the need which they satisfy—usually through the semi- 
coercive device of arousing fears—so that it represents in a sense a 
partial breakdown of the principle of defense by attraction. 

Defense by coercion enables organizations to survive which are 
inimical to the welfare of man, in that the ability to defend an organi- 
zation by coercion releases it from the necessity of defending itself 
by attracting voluntary support. Nevertheless, there are reasons for 
supposing that defense by coercion cumulatively diminishes the attrac- 
tive power of an organization, and that it is therefore unstable in the 
long run, for coercion always has its limits. No organization can sur- 
vive without some vestiges of attractive power, for men will not coerce 
merely for the sake of coercion. Unless they feel that the organization 
which they are defending is in some sense “worth” defending, the 
morale of the defenders will be undermined. Consequently the more 
coercion is used, the less sense there becomes in using it. Finally the 
organization simply withers away because of its inability to attract 
even the coercers—and somebody must -always do the coercing. It 
has been said that someday somebody will give a war and nobody will 
come! The history of religious persecution is a good case in point. 
Coercion so undermines the attractive power of the persecutor that it 
eventually collapses from the sheer inability of anybody to get excited 
about the ideas which they are supposed to be defending. 

It is highly probable that in our day the national state is similarly 
threatened with destruction because of its unstable reliance on coercive 
defense. Coercive defense has become increasingly unstable in mod- 
ern society for several reasons. In the first place the maintenance of 
_ the security of a number of competing organizations by means of co- 
ercive defense implies the set of inequalities in which each organi- 
zation be stronger than any reasonable combination of the others. 
Even in the two-organization case, this system is highly unstable. 
Strictly speaking, the inequalities—A ‘is not weaker than B and B is 
not weaker than A—can only be satisfied by A = B = 0; i.e., by total 
disarmament. The only conceivable stable solution to a Iwo- organiza: 
tion individual defense system is in a spatial system where the distance 
between the organizations is great enough so that each can be stronger 
than the other in its own backyard. This equilibrium depends on the 
proposition that the strength of any organization varies inversely with 
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the distance from “home” at which it is conducting its coercive opera- 
tions. Thus in 1900 it may well have been true that America was 


stronger than Japan in the East Pacific and Japan was stronger than 


America in the West Pacific. By 1945. this solution was clearly im- 
possible, owing to the enormous reduction in significant distance. In 
a similar way, of course, social or economic distance may contribute 


‘to the stability of a defense system. This is probably the main reason 


for the development of caste systems. 

The instability of national security in a world where distances are 
as small as they are today inevitably leads to an arms race and to war. 
Indeed, war may well be regarded as the normal relationship among 
nations. Because of the technical revolution, however, war is steadily 
undermining the ability of the national state to attract voluntary 
service and loyalty. In the eighteenth century it may be doubted 


whether war ever absorbed more than 10 per cent of national incomes. 
In the twentieth century a major war absorbed up to 50 per cent of © 


national incomes. The reason for this change is, first, the tendency 
of any system of national defense, because of the essential instability 
of the national security system, to be “insatiable,” up to the limit which 
the system can support, and, second, the constantly increasing pro- 
portion of the social product which represents “economic surplus” 
which is available for social purposes, whether for welfare, fecundity, 
waste, or war. Even in the eighteenth century it took 90 per cent of a 
nation’s resources simply to keep it going. In the twentieth century we 


-can keep ourselves going with less than half our resources, and hence 


can spare—and in a system of national defense will be forced to 
spare—hbalf or more of our resources for defense. Consequently war, 


_ which even in the Napoleonic era could almost be regarded as a periph- 


eral phenomenon (we recall that the novels of Jane Austen were written 


in the midst of the Napoleonic Wars) except for those areas where 


the battles were actually fought, in the twentieth century has become 


- an institution which reaches dow. into the lives of almost every in- 


` 


dividual_in the society. Defens on this scale, however, cannot be © 


undertaken without the develop:.:. nt of the coercive power of the state 


_ against its own citizens. Military conscription is the entering wedge; 


industrial conscription, both of labor and capital, follows; and in the 
interests of its defense a society transforms itself into a coercive so- 
ciety in which the market i is abolished, in which the carrot of incentive 
is everywhere r; -!aced by the stick ‘of coercion, and in which fear 


= rather than hop. decomes the ruling motive. We saw this happen in 


Germany and R- ‘1, We sce watching it happen in America before 
our own eyes. It is :- strange paradox that the American Légion, with 
its ideology of “touginess” vnd its faith in the power of fear, is-prob- 
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ably one of thë principal agencies making for an American version of . — 


the.communist state, for once the principle of internal coercion is ac- 
cepted in military conscription, the major barrier to the conscription of 
both capital and ordinary labor in the interests of national defense has 
fallen. a. E M | 
One thing coercion cannot command, however, and that is affection. 
Because the coercive organization does not have to rely on the power 
of attraction; it loses that power; and because it fails utterly to serve 


human needs and human welfare, eventually nobody can be found to `. 


play the roles which it creates and it collapses, to be replaced -by or- 
ganizations which have greater power of contributing to human. wel- 
fare, It is only in the short run, then, that defense is more important 
than opulence. In the long run defense without opulence defeats it- 
self—opulence, that is, in the sense of “ophelimity” or welfare. 
What has all this to do with either ethics or international economics? 
Ethics is concerned primarily with the “good” (i.e., with the ultimate 
- standards for judging welfare) or “profit” im the sense of “what shall. 
it profit a man to gain the whole world and lose his own soul.” The 
ethical parameter—that quantity which is increased when things get 
“better” and decreased when things get ‘““worse”—is. not-to be identi- 


fied with any other single parameter—neither with wealth nor power” 


nor peace nor glory nor even survival. There is no reason to suppose, 
_in the language of ecology, that the “best” system is the climactic eco- 
system, and it may be that an essential ingredient of the defense of 
the “best” is an occasional catastrophe, just as the southern pine 


forests must be cut down every so often if they are to persist! ’ 


The ethical parameter (goodness) is a function of a large number of’ 
other subordinate goods and bads. Whether this function is an objec- 
© tive reality is beyond the scope’ of this paper to investigate. Never- 
theless, the function is neither purely arbitrary, nor is it merely a 
matter of taste. It- is a proper subject of discussion, and that discus- 
sion can be fruitful, even though it is unlikely to result in universal 
agreement. | : e : | 
My contention is that the principal ethical confusions into which 
we seem to have fallen in the past hundred years are due to a confusion 
of the public-private value scale with the coercive-noncoercive value 
scale. The world has become extremely sensitive to the virtues of “pub- 
licness.” There are good reasons for this. Virtually all religious sys-. 
tems denounce selfishness, A devotion to the general welfare is properly 
regarded as high im tbe scale of virtue. Consequently, organizations 
which are public rather than private such as the state are perceived 


with an aura of approval:which private organizations, especially busi- ` 
nesses, do not possess. The Coca-Cola corporation may in fact go. 
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- ařound the world quietly doing good—cleaning up water supplies and 
providing people with moderately innocent refreshment. It is almost. 
_. inconceivable that men should fight or die for it; it inspires amuse- 
" ment: rather than respect, at best tolerance rather than affection, at ` 
. worst an active resentment. National states rampage around 'the world 
` noisily doing evil—destroying the innocent. and ravaging the earth. 
Nevertheless they command the love and devotion. of millions, and 


. inspire self-sacrifice and martyrdom -on a scale unknown even to re- | 


: ligion. The tragedy of the twentieth century has been that the moral . 
force which is generated by: the appeal to publicness has to a large: 
extent reinforced the growth of coercive rather than noncoercive. or- 
ganizations. On the whole privateness has gone with. noncoerciveness - 
and publicnéss with coerciveness. It has been the failure to realize this , 
connection which has led’ us steadily towards the trap of a coercive’ 


` society, whether communist or military. Public coerciveness has grown ° 


because it has been able to take advantage of its public nature and has 
kept its coercive nature hidden. Private noncoerciveness has. declined 
because it has failed to exploit the moral advantage of its noncoercive- 
ness and has been undermined by the moral weakness of its privateness. 
Worse still, private organizations have allied themselves with the coer- 


cive and have thereby rendered them utterly, vulnerable to ethical at- 


tack. The private-coercive stands at the very bottom of the ethical scale! 
The alliance of business with military power and ideology i is the factor 
more than any other. which. has made a private society untenable and 
-. has undermined the ideological foundations of ‘capitalism. 

In hardly any other sphere are these principles more apparent than’ 
in the field of international economic relations. In a noncoercive world 
society the proposition. that there was no such thing as international 
trade would be a whole truth. Probably the closest approximation to’ 
this condition was ‘found in the nineteenth century—a period which ` 
in this age of terror evokes almost a nostalgia for a golden age. It was 
an age when moderately economic men went quietly about the earth ' 
improving communications and spreading improved techniques, pro- 
viding employment, and taking risks by building railroads, dredging » 
harbors, planting tea, selling little things that little people wanted; 


Z 


without any more pernicious ulterior motive than private gain—a ` 


‘motive which compared with the subtle and sinister motives of national 
states ‘seems remarkably high on the ethical scale. It was an. age even 


when the gold standard represented a real modification. of national eco- 


nomic sovereignty in the interests of a world order. It is easy, of course, 
to paint too rosy’a picture of any golden age, and it is true, also, that the 
nineteenth century, by failing to evolve an ethical ideology which could 
sustain it, produced the discontents which destroyed it. The tariff repre- 
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sents an ancient alliance between the private interest and the coercive 
state. Economists have always been able to show that a tariff could . 
be in the national interest. The case for free trade has always been a 
moral one and has restéd ultimately on the ideal: of a noncoercive 
society. Once the principle is admitted that the coercive power of the 
state can be used to protect a private interest against other private 
interests, there.seems to be no logical resting place short of a coercive 
society in which the competition of organizations in the satisfaction of 
human needs and the attraction of human loyalties is replaced by the 
struggle to capture the instruments of coercive power. In this regard 
the utter failure of conservatives to conserve what is worth conserving 
is one if the depressing spectacles of human history. 

The days in which the tariff was the main instrument of coercive 
power in this field, however, really belong to the golden age itself. A | 
tariff, as Bastiat pointed out, is little more than a negative railroad— 
a device to increase the cost of transport (one way.) between two 
places as a railroad is a device to diminish it. There is even a general- 
interest case for tariffs on the grounds that people can be too close to 
each other for satisfactory relationships, and that there is some sort 
of optimum social or economic “distance” in terms of the kind of 
strains and extreme specializations which “closeness” brings. The 
quota or quantitative restriction is, as all economists know, a-more 
pernicious device, based as it must be on a historical base and tending 
to freeze ancient and out-of-date relationships. More significant than 
this, however, is the growth of state trading and investment itself. We 
are rapidly approaching the day of the complete socialization of inter- 
national trade, when it will consist wholly of barter, gifts, or invest- 
ment between nation-states, and will become almost indistinguishable . 
from warfare. The nightmarish possibilities of unstable oligopolistic 
‘competition which such a prospect opens out are familiar to all stu- 
dents of the theory of competition. | 

. Lest I be accused of being either an anarchist or a complete pessi- 
mist, I will conclude the paper on a note of faint hope. The way, out 
of our present impasse seems to be surprisingly clear. It lies in the de- 
velopment of organizations of both public and noncoercive character. 
There is no necessary reason why the scale of possible organizations 
should stretch only from the public-coercive to the private-noncoercive 
corners of the field. We know that it is possible to have private-coercive 
_ organizations (gangs). It is possible also to have public-noncoercive 
| organizations. The public character of an organization depends on the 
extent to which the population with which it is concerned conceives 
itself as “belonging to” or in some sense “inside” the organization or, 
looked at from the point of view of the organization itself (which is 


218 Ct AMERICAN ECONOMIC ASSOCIATION i 


‘not quite the same thing), on the extent to which those most im- 
_ mediately participating in the activity of the organization regard them- ° 
. selvès as responsible to, or Teprésentative of, the less active partici- 
pants. Thus the significance of the development of democratic institu- , 
tions is that on the whole the national state has become more public 
‘and as a result we have moved from L’état cest moi to L'état cest 
nous. This is a real gain. Nevertheless, from the point, of view of the _ 
world at large the national state.remains a largely private institution 
—even the democratic state. In spite of the fact that the policy of ~ 
the United States, for instance, profoundly affects the welfare of almost 
the whole of humanity, neither the government nor the people of the 
- United States feel much ultimate concern or responsibility for the wel- 
fare of non-Americans, nor do non-Americans feel much sense of par- 
ticipation in the activities and policies of the United States. There are 
- hopeful signs, however, that’ a rapid extension of publicness beyond - 

.the boundaries of national states is in progress. This is reflected, not — 
` only in thé development of international organizations, but‘also in the 
- development of such institutions as the British Commonwealth, the 
_ “Good Neighbor” policy, the Marshall Plan, and Point Four. These 
involve something a little more than defense, though it is true that. 
they generally have to be sold under that label. They represent a'dim 
recognition of the genuinely public (i.e., world-wide) responsibilities 
even of organizations like national states, which are organized essen- 


| tially. on a private (i.e., a limited) basis of political franchise. The -. | 


main difficulty with these movements so far is the weakness of the 
political: institutions through. which they are carried out. It is not ` 
enough to feel responsible for. One must be responsible fo, otherwise 
the very feeling of responsibility is apt to corrupt the relationship of 
. responsibility into either appeasement or condescension. In this re- 
spect the Marshall Plan, for instance, and Point Four represent a con- 
` siderable retrogression from the excellent principles of UNRRA.’ 
There is hope, also, that as public organizations become more truly 
' public they will become less coercive. It is another prime virtue of the 
democratic process that insofar as it promotes genuine diScussion (a` 
process which involves listening as well as talking). it also promotes 
consensus and therefore consent. Government, then, is not necessarily’ 
synonymous with coercion.'Coercion, indeed, may properly. be regarded 
as 4 breakdown of discussion (you cannot argue with these people! ) 
and hence as a breakdown of political process. There “are several in- 
dications that we may be on the verge of important discoveries i in the 
techniques. of political process. From fields as diverse as ‘group dy- 
namics, child psychology, and industrial relations evidence is accumu- 
- lating in aceare to: successful, noncoercive techniques of human rela- | 
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‘tionships. If we can begin to apply some of these techniques to ni 
national relations, where we are still committed to a blind toughness, 


there may yet be some hope of redeeming the national state in a blessed © 


union: of defense and welfare. Failing these discoveries, the national 


state, which can at present provide neither peace nor welfare, nor - 


security nor honor, would seem to be doomed as being just too ex- 
_ pensive to keep up. Under those circumstances the only alternative 

‘might well be a world tyranny of one complexion or another, where 
international economic relations become largely a matter of naked 
exploitation. Even a new. Rome, however, would not last for ever, and 
it is not unreasonable to hope for a noncoercive,. public world order 


- being hammered out of. the present time of.troubles, however oS 


longed. . 
' . APPENDIX . a = 
The ethical theory of this paper can be illustrated by means of an 


indifference-curve analysis. In Fig. 1 we measure some index of ‘ ‘pub-. 


licness” or “privateness” along one axis, and some index of coercive- 


ness or noncoerciveness along the other. In this field we can draw a - 


set of-contours of an ethical-parameter function, Gi, Gs, etc., each sa 


noncoerciveness* 
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senting combinations of the subordinate “goods”? which are regarded 
as equally “good.” In the figure we suppose this function rises as we 
move upwards and to the right; i.e., noncoerciveness is regarded as 
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“better” than coerciveness and publicness is regarded as better than 
privateness. The opportunities open lie in some kind of a limited feld.. 


In this case there is no need to limit the opportunities to a line. We- 
suppose in Fig. 1 that the dotted line encloses all possible opportuni-- 


ties. We suppose that this area is long and narrow and slopes generally 


` 
f 


from the private-noncoercive region to public-coercive: region, indicat- - 
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ing in general that these qualities are roughly andad. The “best” ° 
opportunity is, of course, that which lies on the “highest” indifference. 
curve. If the. opportunities are correlated in the same direction as the. 
slope of ‘the indifference curves, a state of ethical confusion or indif- 
ference may. arise. Thus in Fig. 1 points P, and P2 represent equally 
good situations, though one is high in the private-noncoércive field and 
the other is high'in the public-coercive field. Suppose now that great. 
weight is given to the ethical value of publicness but that little weight 
is given to, the ethical value of noncoerciveness. The indifference curves 
will be steep, as in Fig. 2, indicating that goodness rises rapidly with 
increased publicness but rises. very slowly with increased noncoercive- 
ness. In this case a point such as P is likely to be regarded ag the best | 
of the opportunities, lying at the extreme of both publicness and coer- ` 
`- civeness. This seems to be the communist, case! If the indifference 
. Curves are flat, indicating a high sensitivity. to noncoerciveness and a | 
. low sensitivity to publicness, a point such as Q at the opposite end of < 
the range. of opportunities may be chosen. In all cases, however, a 
broadening of the opportunity area is likely to lead to better situations. . 
Thus if a point Ps in the public-noncoercive quadrant becomes avail- 
able, it is. likely to be better than the previous opportunities. ` 

' This method of analysis of ethical judgments seems to be quite- 
: general. Any subordinate goods and bads can. be measured along the 
, axes. Most of the properties of the figures also survive the limitation 
that almost all goods and bads are ordinal magnitudes, ot at least some- `. 
thing less than cardinal magnitudes. These problems of messweenent | 
_however; are beyond the scope of this paper. 


DISCUSSION |. 


Cart F, Tazuscu: The temptation is too great to be resisted of emphasiz- 
ing the significance of the topic—indeed, of topics scattered throughout the 
entire program—-which recognizes that economics is functionally related to a 
living society. Most welcome in the papers of this session are such terms as 
human values, cultural values,.and ethics. . 

A further question is implied: Should economics remain merely an instru- 
mental science, leaving to others the formulation of ends? Just a decade ago, 
the U. S. Department of Agriculture called in varios groups—economists, 
historians, sociologists, natural scientists, philosophers, étc—to advise it 
critically regarding programs and policies. Only the philosophers responded 
with constructive suggestions. All others, including the economists, insisted . 
that this was not their ‘function but that, once others had determined the 
goals, they themselves would discuss the best means for accomplishing them. 
Plato was once confronted with the same problem: Granted that there are 
means of reasoning from premises to conclusions, who -determines the 
premises? He listed the following: philosophers, religious ecstatics, poets, - 
lovers, drunken people, and the insane! Is it asking too much that the 
economists join this, group? The alternative is that the people listed by Plato 
will ‘determine the framework of reference for the universe of discourse of the 
economists! 

.A more particular implication of the topic is the evident departure from 
the traditional conception of the disparateness of economics and éthics in 
which anything associated with business and economics was regarded as ipso 
facto immoral and anything moral or ethical was presumably uneconomical. 
Schumpeter pointed out how a doctrine of “usury” could develop for cen- 
turies, amid practices directly to the contrary. Henry Steele Commager 
similarly asks why American capitalism ‘has found so few competent defend- 
ers among the writers of America. To explain this by saying that businessmen 
and politicians do not read or write requires the’ complementary statement 
that too many of those who concoct the doctrines do not engage in business 
or government. The retreat to the “ivory tower” may merely provide a bower 
for intellectual incest. l 

It seems to me that Bennett has made appreciable improvements on Colin 
Clark’s “calculus of evaluation” of international disparities on consumption 
levels. -And his gracious acknowledgment of Joseph Davis’ distinctions be- 
tween “consumption levels,” “consumption standards,” and “standards of 
living” enhances the significance of Bennett’s contribution. There i is no point 
in entering into an internal, arialytical criticism of the paper; the author has 
done this himself in a chmmendable degree. But Bennett would be the first 
to acknowledge that the increased exactitude he has achieved is not a war- 
ranty for the adequate coverage of the. problem. But it must be remembered 
that the major objective is the determination of international policy. Ben- 
nett’s proposal merely contributes instrumentally a partial approximation for 
measuring our relative international obligations. - , 
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In érdér to determine policy, we need also-to weigh the acti attitudes 
supporting or opposing U. S. aid abroad. ‘There is also the need to weigh the ` 
. American pragmatic attitude that something can be done: about anything, 
-including any and all problems differentially confronting foreign nations. There 
are also the more measurable details of the Monnet Plan, outlining the needs 


_of France) and the Krug Report, determining-what we can afford, Nor can ` 


we éxclude the modern form of Metternich’s principle of “legitimacy” as 
applied to such extreme. forms of government as those of communist China 
-and fascist Spain; or intermediate stipulations to -be considered as to the- in- 
ternal policies of socialist Britain. Even a rough approximation to the meas- 
urement of these imponderables would be preferable to their complete omis- 
sion from the calculus. 

` Certainly the fact that the indices of consumption levels for Britain and 
France range from 5 to 7 times those of China and India requires an explana- 
‘tion as to why most of our ‘aid should not go to the latter. I suggest that - 
Bennett’s “amplifying factors” are not qualitatively distinct enough to war- 


rant his use of the separate concept, which could be better used for designat- 


` ing the imponderables of the situation. Policy formulation may also require - 
the use of minus quantities; Bennett has none in his scale. But even the 
potentials of restoring heavy industry in Germany require some minuses as 
well as pluses to represent her “lining up on our side” or. “being against” us 
in a final show of loyalties. ° l 

/ This is apparently what Boulding has attempted tò do. But, with all respect 


` to his other accomplishments in economics, it seems to me that his paper E 


exhibits the very faults he is attempting to avoid. One looks in vain for re- 
solvable comparables, let alone commensurables. His criticisms of political , 
science could be equally applied to economics, and he does apply. them to. 
“pure economics’? But economists were not_ excluded from the “impure” ’ 
realm; -they voluntarily abdicated, Rereading “Adam Smith’s “Introduction, Á 
one finds no such abstraction. There The Wealth of Nations is identified with’ l 
the productive‘ capacity of the ‘people and is „pursued into every pertinent 
area; even the last ‘book of his classic can be read in the-lighħt of its integral . 
‘relation to the rest of the work and not as an afterthought. One is: forced to. 
conclude, from Boulding’s paper, either that ethics is a more adequate param- 
eter for approaching human problems, leaving to.noneconomists the formu- . 
- lation of ends and policies, or that the restoration’ of political economy should ~*~ 
be the starting point of a process of more adequate coverage. The latter seems 
to me preferable to the synthetic reconstruction of a fallen. Humpty Dumpty 
from a few shell fragments now constituting laissez faire. Even “opulence” _ 
‘and “defense,” which Boulding asserts are not competitive: ‘but complementary, 
_ are so in an integrative and not additive sense. 
Consider the use of “the productive capacity of ‘the people” as an opera-~ 
tionally functioning concept to determine the goal of international policy. 
In a most practical sense, this could determine whether we ‘should furnish 
people abroad with capital credit and’ machinery rather than with relief in the | 
form. of consumable goods; and Bennett’s calculus could determine how 
much, even” ‘of eer goods for building up ee labor capital. 
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Here is a measurable key for determining whether we should export wheat or | 
flour or biscuits; and even whether the city of Seattle should accept the low 
bid presented by an Italian:firm for supplying electric generators. Determina-. 
tion of public policy is a direct and continuous implication of the analytical: 
determination of needs; and I sée no reason why the economist should rest 

content with only the latter. To assert further that the economist is not re- 

sponsible for the ignorant and prejudiced American attitude toward such mon- 

strosities as the protective tariff is merely one more admission of the “ivory 

tower” point of view. The economist is as responsible for assuming the edu- 

cational implications. of his science as he is for transcending alleged subject- 

matter boundaries which otherwise cut him off from pertinent ecological 

factors. Indeed, the reflexive results of considering such problems of broader 

policy would enhance the more accurate as. well as adequate appraisal of, 
allegedly “internal” problems of economics. `` 

What has been illustrated by reference to international problems applies 
equally to domestic problems, Our centralization of industry has beer too 
uncritically accepted by economists; their resort to the ground of comparative 


. advantage fails to distinguish between the initial advantages themselves and 


the subsequent cumulative effects that ‘have nothing to do with the original 
principle. The exception which proves the rule is the more recent ‘emphasis 
on considerations of military strategy. No such factor should be completely - 
determinant; but all should ‘be considered. Our ‘faults in properly assessing ` 
the Tennessee Valley Authority or the social cost8 of business and industry 
lean more toward inadequacy than toward inaccuracy. Even'a gross approxi- 


-mation to the measurement of human and social values would be preferable 


to disregarding them altogether. We need our economists in order to demon- 
strate the absurdity of administering the Homestead Act west of the Missis- 
sippi, to break down the legal obstacles against primogeniture in land owner- 
ship, to determine a sound balance of agriculture and industry. 

My philosophical confreres often ask me: “Is this ethics or is it business?” 
So the members of this Association may likewise wonder: “Is this economics 
or is it social morality?” For both, I have the same answer: “I care not what 
you call it; but here is the problem. ” If that be treason, make the most of it! 


WALTER A. EROE To comment on a paper as brilliant as the one we 
heard from Dr. Boulding i is rather difficult because of its wealth of thought. 
The following ideas seém to me of special importance: that we suffer from 


‘a “confusion of the public-private value scale with the coercive-noncoercive 


value scale”; and that in the long run, no sociopolitical system can survive 
without providing for the “welfare” of its members. ` 

- The. discussion of these problems has suffered from an oversimplified ap- 
proach to such concepts as public and private and coercive and noncoercive. 
It is often assumed that the individual is a unity whose private attitudes are 
exclusively his own and in conflict with “public” values and that coercion 


‘takes place only from the outside. If this were true, the problem would simply 


be to eliminate external coercion and to devise a system which, -like the 
purely competitive market, leads.to a maximization of individual welfare. 
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However; modern ET has rediscovėred the fact, well known to antique 
philosophy, that the conflict between public and private rages also inside the 
individual and that there is such a phenomenon as inner coercion. Social, 
public values can become parts of the human personality structure in the 
form of internalized value-attitude systems. They are elements of the indi- - 
vidual personality structure which are “shared by the bulk of the society’s 
members” (Ralph Linton). They are the result of childhood experiences and ` 


_ of the authoritative influences in early life. The process of socialization of the 


individual consists mainly of the internalization of value-attitudes which make 
man want to do what he is required to do by the social system under which 
he lives (Erich Fromm). i 

These inner value systems may be in conflict with other human strivings 
and exercise an internal coercive influence. If vital drives are too severely « 
repressed, basic human needs may be left unsatisfied and welfare may bé 
neglected. Thus it becomes important to examine the inner value-attitude 
systems created by modern industrialism and its influence on pera 
structure and character orientation. 

‘One can describe industrialism i in terms of-certain institutions: the ae 


, system, machine production, large-scale enterprise, highly developed speciali- 


_ 


“zation and mechanization of work. A more holistic approach will have to 
consider the effect of these institutions together with the effects of the market 
and price system and of social mobility with its urbanization, absence of 
rigid class and group stratification, lack of tràdition, and of its mass char- 
‘acter. 

The value-attitude system of industrial society is a syndrome of values, 
goals, ideas, and attitudes which can be represented by an ideal type con- 
struct. The attitudinal traits included in the model are not necessarily all 
present and operative with equal force in all individuals in industrial society. 
Relationships of a circular interdependence can be shown to exist between 
‘these value-attitude traits on the one hand and institutions of industrialism 
on the’ other hand, again keeping in mind that this represents a purely 
analytical dissection . of elements inseparable in the wholeness of reality. 

The great emphasis on technology in industrial civilization is intercon- 
nected with a positive evaluation of activity directed towards change and 
control of the external world. Hand. in hand with this attitude goes the 
acceptance of: “expedient rationality” (Howard Becker), a way of thinking , 
and acting characterized by a strict separation of means and ends, by. the 
assumption that ends’ are unequivocal, and by the. belief that the economic 
principle (maximum effect with minimum effort) should be the only guide for 
action. The interconnection of this attitude with technology is obvious; there, 
goals are specific and determinate, ends and means clearly separated, and 
the economic principle can easily be applied. Quantification—the tendency to 
interpret interrelationships in nature. and society in quantitative terms—is 


_ culturally interrelated with the money economy, but also with technology 


and a technologically oriented natural science. The use of mathematics in ` 


' these fields has implanted in industrial man the maton to interpret the 


world in quantitative terms. a 


r 
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The attitudes of externalization, quantification, and means-ends rationality 
have spread in industrial civilization from the economic, scientific, and tech- 
nological spheres into other compartments of life. Externalization i is reflected 
in the tendency of modern man to depend on external supports for-his self- 
respect by pursuing such life goals as acquisition of possessions and power. 
Quantification leads to a neglect of qualitative differences between things and 
human beings. It is somehow opposed to the individualistic belief in the 
qualitative uniqueness of the individual. Under the impact of the quantifying 
tendency in the market, in production organization, and in technology, human © 
beings become parts of masses and are treated as quantitative differentiations 
of a common denominator. Expedient means-ends rationality tends to under- 
mine moral and traditional standards and thus has an unstabilizing effect on 
society and personality. 

The growth of the market has been accompanied by the emergence of a 
value-attitude system, deeply ingrained in the minds of Western middle-class 
personalities, which elevates acquisition and accumulation of money and 
wealth to the dignity of a life goal. The striving for economic success through 
work in a socially sanctioned occupation is considered as a moral obligation. 
Economic success has to be accomplished by individualistic competition, at 
the expense of others. 

A certain amount of “‘inner-worldly asceticism” was an important element in 
this value-attitude system in the early stages of industrialism which found 
its expression in the high evaluation of saving and the moral rejection of 
luxurious consumption. In the twentieth century the acquisitive attitude 
underwent a process of change and disintegration. Although still effective as 
an internalized value system, it is much weaker than it was in Victorian 
times. The shift from a positive evaluation of savings to a positive evaluation 
of spending and consumption is a symptom of this disintegrative process 
which, in economic thought, is reflected in the marginal utility school’s em- 
phasis on demand instead of on prodncaon and in the Keynesian emphasis 
on spending. 

The character orientation of industrial middle-class r man with his acquisi- 
tiveness, individualistic competitiveness, and with his work- and economic- 
success ethic, neglects what might be called the “human” needs for primary, 
warm, close, affectionate human interrelations. The arguments of economic 
theory that pure competition is socially beneficial and does not imply psycho- 
logical competition will not eliminate the fact that the acquisitive, individ- 
ualistic, competitive value-attitude system leads to hostile, aggressive, inter- 
personal relations. Industrial man, consciously or unconsciously, often con- 
siders not only his business rivals and other peers of his group as competitors 
but also his siblings, sex partners, neighbors, etc. ` 

The emergence of the market system Kas undoubtedly increased the degree 
of mobility and thereby introduced a strong element of insecurity., The fixed 
niche which medieval society provided for the individual. was eliminated. 
Social climbing and the acquisitive attitude, both part and parcel of one 
and the same value-attitude system, were, at first, characteristics of the 
bourgeois middle class. Climbing was executed predominantly in economic 
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terms—social stratification measured in terms of money income. This led to 
a sociopsychological tie-up between money income, wealth, status, and self- 
respect (A. Kardiner). Social recognition became a function of money income 
and wealth—a situation, even in Europe, insufficiently alleviated by tradi- 
tional status values such as noble birth, positions in the army, bureaucracy, ` 
etc. In the United States, in the absence of any feudal.tradition, the inter- 
“ dependence of economic success and status became almost complete. Further- 
more, the inevitable consequence of a value-attitude system, in which success 
in acquisition was interpreted as the result of competitive effort. and indi- 
vidual worthiness, was that the unsuccessful person loses not only his means 
of subsistence and his social prestige but also his self-respect. In the flexible 
society the individual is not only insecure because he has no predetermined 
place but because any position, once established, -is endangered by economic 
fluctuations, technological innovations, etc. The interdependence between 
economic success and self-respect deprives the unsuccessful individual of the 
latter at the very time when he needs it most. 

Another factor which'makes for insecurity is the limitlessness of the goals 
of climbing and acquisition. Industrial man cannot reach a point of satura- ' 
tion because, in the great majority of cases, there is always a higher position 
to reach and because economic success, as an end in itself, is a never-ending 
process. This makes the achievement of an internal balance difficult if not 
impossible. When can modern industrial man tell himself that he has achieved 
his goal? There is greatness but also much insecurity in his infinite Faustian 
striving. 

The preceding analysis leads to the conclusion that the internalized vale 
‘systems of modern man as molded by industrialism lead to the neglect of 
certain important needs. Inner contemplative values, moral standards, and | 
tradition suffer under the impact of externalization and expedient ration- 
ality. The trend towards quantification undermines the belief in the unique- 
ness of the individual. The competitive drive for economic success generates 
an atmosphere of aggressive hostility in human relations. The social mobility 
and the unlimitedness of the goal of social climbing creates insecurity and 
makes difficult the preservation of self-respect i in case of-economic failure. The 
widespread social anxiety and unrest in present-day industrial civilization and 
the self-destructive trends towards war may be consequences of these factors. 
‘Therefore, Dr. Boulding’s noncoercive public institutions will have to be - 
shaped in such a way that they promote human ee in a much broader 
sense than conceived Rae 

Seid: MITCHELL: T eee liked the last reflections in Dr. Ben- 
nett’s paper where he said that improvement’ in consumption level is the 
important thing, and that contentment —supposing it is not mere stupefaction 
—is what counts. 

Taking the body of his ingenious discussion, we have an array of more 
‘populous countries affording a comparison of higher and lower in levels of 
consumption. The place of a country on this scale depends on so many factors 
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of resources, location, and history that the significance of the rating is in 
_ question. As Dr. Bennett has shown, it is hard to find indicators which are 
generally applicable. 

May I suggest another way of going about it? This is to construct an index 
of economic waste by countries. Dr. Bennett has declined to include in his 
levels of consumption expenditures on. armaments. For his purpose that is 
entirely proper. But if we push his own analysis farther we may inquire not 
simply into what different peoples have to enjoy but into the use which they 
make of their human and natural resources. In that view, devotion of goods 
and services to destruction would give a low rating. Extravagant slashing of 
forests, allowing topsoil to be sluiced into rivers.and sea, and mining coal in 
such a way as to render part of the deposits irrecoverable are sins against 
consumption. 

--More reprehensible are instances of purposed destruction of goods ready 
for use, in which much labor and ingenuity have been embodied. Our national © 
= policy in America, in recent years, of making certain. farm staples artificially 
scarce_invites attack. Should a country enjoy a high rating for level of con- 
sumption while at the same time it is throwing potatoes on the fields to rot, 
plowing up growing cotton and tobacco, or dumping oranges in the ocean? 
Everybody knows the arguments that are offered for such conduct and. the 
high ‘supporting authority. We destroy in order to produce and have. Maybe 
you remember the. incident of a man found poking a ten-dollar bill through | 
`a crack of a boardwalk. To his surprised questioner he answered that he had . 
dropped a dime through the crack and was making it worth his while to take 
up the boards. In-a grand comparison of nations in their consumption behavior 
such imbecility ought to figure as an offset to intelligence. 

The proportion of national income devoted to armaments and war is the 
most meaningful item in my index of underconsumption. Here again, of 
course, there are arguments. The program on which America is now entering 
with such grim glee, if I may use the expression, is for “defense of peace,” 
not for war. Every arming nation professes the same. But once more, if we 
are constructing an array of levels of consumption, of consumption capacity 
and enjoyment, do we not have to put a country with relatively high arma- 
ment expenditures low on the list? We talk, with mingled patronage and pity, 
of the “backward” or, more politely, of the “underdeveloped” countries, But ` 
which is more worthy in the economist’s eye—as Professor Innis has sug- 
gested—the boomerang as a weapon or the bomb? Which is more savage? 
The bomb evinces at best a more refined ignorance. 

This brings me to Dr. Boulding’s paper with his thoughtful observation 
that “the national state is)... threatened with destruction because of its. 
unstable reliance on coercive defense.” Perhaps I mistake his meaning when © 
he speaks of “the tendency of any system of national defense ... to be 
‘insatiable’ up to the limit which the [economic] system can support.” One 
may argue that expenditure on arms, still more on war, is not supported by 
the ‘economy, , but supports the economy. My colleague, Professor Anatol 
Murag, in another place, has drawn the. contrast—the most pertinent for our 
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time—between warfare and welfare ‘as claimants on productive, capacity. In 
the capitalist definition, welfare is not diminished by warfare but is increased’ 
by it. If the presupposition of the economy is that:of scarcity, then warfare . 


is the sustainer of sufficiency, even the engine of progress. How does this <> 


reasoning apply to the Soviet Union and to other economies where, pre- 
sumably, use and not. abuse of resources is the-aim? It depends on what 
the nation is trying to do. If welfare of its people is the object, then any- 
thing like aggressive warfare is surely a deduction from welfare. If the na- ` ' 
tional. purpose is that of creating a system of PORA then warfare i is again 
` the sustaining element. - 


As both of these papers imply, we have come to the point where national ` - 


economies do not exist as- formerly. The criteria: we,have been in the habit of 
applying to national entities lose meaning in the progress of interdependence. 
At the very least we are compelled to consider what i is economically appro- . 
priate for groups of countries; increasingly we come to intra-world problems. . 

If warfare is to cease to be, as we used to say, the by-product of welfare, or, 
more truly, if welfare is not to be the by-product of warfare, then we need 
“Dr. Boulaing 3 “noncoercive world S as an imperative early realization: | 


” 





FACTORS IN MODERN INDUSTRIAL 
DEVELOPMENT 


AN ASSESSMENT OF THE ROLE OF THE HABITAT AS A 
FACTOR IN DIFFERENTIAL ECONOMIC 
DEVELOPMENT 


By Preston E. JAMES 
Syracuse University 


We are seeking to assess the importance of the various factors 
which combine to produce differences in the level of economic living 
from place to place on the earth. It is not possible to assume that the 
contrasts are due simply to difference of stage of development, and that 
the so-called “underdeveloped” regions need only to be helped along the 
course already charted by our most productive industrial centers. 
There are many factors underlying the observed differences: the in- 
heritance of attitudes and objectives; the technological skills; the na- 
ture of the economic institutions; government; and also the factor of 
habitat—the environment in which the economy is developing. 

The significance of the habitat as a factor in differential economic 
development cannot be understood or predicted from a study of the 
habitat alone. The basic fallacy of environmental determinism was the 
idea that the physical conditions of the habitat would always have the 
same significance whoever the inhabitants might be. Modern geogra- 
phers start with the concept that the significance of the habitat is de- 
termined by the attitudes, objectives, and technologies of the people 
who occupy it. This means that in relation to any one society at any 
one period of economic history, the habitat may offer advantages or . 
disadvantages, but with any change in attitudes, objectives, or tech- 
nologies, the significance of the habitat must.be reinterpreted. 

The Habitat as a Total Environment. Social scientists are accus- 
tomed to taking things apart that in reality operate together. For very 
good reasons it may be necessary to concentrate on the study of the 
different elements of the habitat as things separate from the people, or 
to focus attention on the human -institutions as if they were not in- 
tricately related to. the habitat. But it is also necessary to try to put 
these things together again. The putting together of things analyzed 
separately is one of the most difficult jobs social scientists face. 

The habitat and the people in it form a complex of interacting proc- 
esses which are associated with a particular place on the earth. It is 
true that the face of the earth is made up of a great variety of differ- 
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. ent kinds of'thiùgs, and the differences from place to place on the 
earth are the result of the operation of many different kinds of cause 


and effect processes. There are differences from place to place that are . 


produced by physical processes, governed by the precisely: formulated 


laws of physics and chemistry. There are differences produced by | 
- biological processes, governed by the only slightly less precise laws of | 


biology. And there are differences produced by economic, social, and 


political processes, described, if not governed, by the concepts of human 


behavior. All these kinds of processes and the resulting differences which 
distinguish one place from another on the earth may be investigated 
separately. Yet, in reality; they operate in complex interrelation with 
each other, and the nature of the interrelation pies on one region 
to another. 


`- What-does all this mean in anes of our effort to interpret the mean- ` 


ing of the. factor of habitat in relation to economic differences? It 
means that in discussing specific problem areas, general concepts of 
wide applicability may' be less important than the careful analysis of 
unique situations. Each process at work on the face of the earth at any 
particular place and at any one period of time works i in the midst of a 
_total environment which is produced by all the other processes naturally 


but unsystematically associated in the same geographic area. Each s 
.process may be comprehended in terms of laws or principles, but. the | -. 


specific variations imposed by the conditions of the total environment 


are unique. The significance of the habitat and also the significance 


of the other items associated with habitat change with changes in any 
one of the elements of the total, environment, Although’ conditions of 
the habitat are an essential part of the explanation of differences: of 


economic development, the habitat cannot be used to excuse economic 


underdevelopment. 


a = Thè Humid Pampa of Argentina’ 


The Humid Pampa of Argentina provides an excellent emni of. 
the significance of habitat in economic development and, as it happens, | 
an excellent example of a common type. of error in the assessment of ` 
the role of the habitat. The Humid Pampa, forming the immediate 


“hinterland of Buenos Aires, is one of the most productive -parts of 
Latin America and is the economic heart of the one Latin-American 
country ‘which is not classed as underdeveloped. The land is commonly 
described as possessing a high natural productivity—in fact this is one 
of the best endowed areas in the world for the low-cost production of 


meat and grain. It,consists.of a vast area of nearly level surface, with 


-wind-deposited soils of great fertility in which continued high yields 


are possible without fertilizer, with a climate of mild winters, long, 
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summers, with an adequate rainfall throughout the. year; and the whole ` 


region is so disposed that no part.of it.is more than 200 miles from Bio: 


port: accessible to ocean steamers, 


The Humid Pampa is often described as a natural region; that i is, an p% 


area which possesses certain common natural characteristics throughout 


_ in contrast to neighboring areas. The basic contrast which distinguishes 
the region from other regions is the fact that it receives enough rainfall ' 


to be called humid; beyond its borders to‘ the southwest, west, and 
northwest, the vast nearly level’plains continue but the climate i is called 
semiarid. The amount of rainfall which approximately marks the west- 


‘ern limit of the Humid Pampa ‘in the northwest is about -twenty-three 


inches; but because toward the south, where temperatures are lower, 
evaporation is also lower,’ the limit of the Humid Pampa in the south- 
west is approximately sixteen inches. It has become common-to use 
approximately these rainfall lines under similar temperature conditions 


in all the mid-latitude regions of the world to distinguish humid climates — 
- from semiarid climates. ; 


The Humid Pampa is almost all utilized for farming and grazing. 
Except for. two groups of rocky hills—and certain-marshy spots, which 
need not concern this analysis—the land is mostly fenced off into fields 
and used for pasture or crops. Alfalfa is the basic feed crop, and in 
order to prepare the land for alfalfa, tenants are encouraged to raise 


' wheat, maize, or other grains. The whole agricultural area is well served 
by a network of railroads, leading to the several ports. All these fea- 
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tures—pastures, fields of grain, railroads—reach the margin of the 


Humid Pampa and stop. Beyond, there are vast ranch lands used for 


grazing of animals on natural grasses, the population is sparse, and 
railroads are few. This looks like'a perfect example of a natural region 
—homogeneous because of certain natural characteristics of the habi- 


tat—occupied to its nature-given boundaries by a kind of agricultural . 


settlement. It has been commonly said that the’ limits of the agricultural 
region were determined by the rainfall. Here habitat sets the pattern, 
offers the opportunities, and man responds. ` 

Yet it can be demonstrated that this interpretation. is essentially 
false. Let us think, for a moment, of the natural conditions of this’ part 
of South America, say in 1600, some twenty years after Buenos Aires 
had been finally, and successfully, established. The Spanish ‘settlers 
had. much difficulty with the Pampa grasses, for with the relatively 


é 


crude agricultural implements of that time the clearing of grass was a 
_ major undertaking. In all the world; with one or two puzzling excep- 
tions, grass was conquered for agriculture only after the invention of - 


the steel plow early in the nineteenth century. The region around Buenos 
Aires was not an exception. It was difficult to produce enough food to 
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supply the struggling colony. The chief use of the land was. for the 

' grazing of cattle ahd mules, arid this form of use was restricted to the 
zone along the southern and western bank of ‘the Paraná River. To 
the south, the Humid Pampa—covered with grass that choked out all + ~ 

~ efforts to plant crops, lacking water at the. surface and consequently : 
poor for grazing animals—was left to the Indians: It was a land of low; 
productivity in seventeenth century terms. 

And was it then a natural region? Would a seventeenth century. geog- 
rapher, even if armed with all modern knowledge about the area, have 
outlined the present Humiid Pampa and described it as possessing cer- 
tain natural characteristics throughout, and in contrast to neighboring 

areas? Such a geographer could not have distinguished the Humid - 

_ Pampa as it is outlined and described today. The fact that the land - 
| "south of the Paraná shore'and south of the zone of marshes beyond 

Buenos Aires was poorly provided with surface water was not a result 

-of lack of rainfall but rather of the lack of valleys—the very. nearly 

level surface. Water sinks into the ground instead of running off in ~ 

streams. It would be available for a people who knew how to drill 
wells and could supply cheap windmills to pump it up, but the Spaniards 
of the seventeenth century did not know how. to drill wells, nor how 
-to build windmills in a.land without wood. The fact that the climate 
- was humid in terms of average annual rainfall was, in 1600; totally 
irrelevant. In terms of the’ character of the. settlement at that -time 
the distinction between humid and semiarid was not a factor i in differ- -> 
‘ential économic development. l l 

The present agricultural settlement of the Humid Pampa i isa product 
of the last century. It took perhaps twenty years after the fall of Rosas 
(1852) and the construction of the first railroad with British capital 
(1857) to fill in the outlines of the present Humid Pampa. Land which © 
for three hundred years had been left to the Indians was in a very 
short space of time divided up into private holdings, plowed up, planted,, . 
' and fenced. What had happened? The natural conditions of the habitat 
had not changed, but the Significance of them had changed. 

There were many changes in the world’s economy and edno 
about this time. For the first time there were certain tools available . 
-which had never been known before. “There were the steel plow and — 
‘the large farm machines that made. profitable the cultivation of large 
‘areas where yields were not high. There wasa machine for drilling ` 

wells, ‘and.there were cheap, standard windmills, Also there was barbed 

wire. Without barbed wire it -would have been impossible at any 
: reasonable cost to fence off a treeless grassland into separate fields for 
crops and animals. And also there were steamships and railroads to. 
ee cheap transportation of rx Eee oe ate with all -. 
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these new things, there was a very'new kind of world economy develop- 
_ ing. For the first time in history there were large concentrations of city’ ` 
people in need of food produced at great distances from the cities and 
able to pay for the food with factory products: | 

All these items of technology and of the economic environment ar- 
rived in remote Argentina roughly between 1860 and 1880. The same 
kind of process was working in most of the world’s mid-latitude grass- 
lands, including those of the Midwest of the United States. In all 
these regions a capitalist system of private property was established, 
and the process of occupying the grasslands created a vast amount of 
unearned increment. In the United States farmers on 160-acre farms 
divided the unearned increment widely; but in Argentina some three 
hundred families occupied most of the Humid Pampa and became 
very wealthy in the process. British capital was supplied to furnish 
the necessary equipment, and the British market absorbed the greater 
part of the new products. 

Agricultural settlement spread rapidly to the south and west of 
Buenos Aires. The landowners were interested primarily in cattle, but 
they now had the big, clumsy English beef animals which had to be 
fed from a cultivated feed crop. Alfalfa did remarkably well on the 
Pampa, but to prepare the land for alfalfa it was found best to raise 
wheat; and to do this tenants were brought in and placed temporarily 
on the large estates. Wheat and alfalfa were pushed westward until de- 
creasing yields no longer made the operation profitable. Where wheat 
and alfalfa could be grown profitably, the type of agricultural pattern ` 
characteristic of the Humid Pampa appeared; beyond, to the west, 
where the wheat yielded too little to pay a tenant to raise it and where 
the water table was too far below the surface to be reached by the roots 
of the alfalfa, the land was divided into large ranches and scrubby 
cattle were permitted to seek a living from the natural grasses. For the 
first time in history, the Humid Pampa could be identified as a region, 
and it was so identified by the Argentine geographers in 1875. 

But is the Humid Pampa a natural region? What was it that stopped 
the westward spread of wheat and alfalfa? Was it the rainfall line, or 
was it the balance of costs and prices on the British market in the late 
nineteenth century? If the market price of wheat in those critical years 
had been twice as high, the alfalfa-wheat type of farming would have 
been’ profitable in drier country. Or, if the price of wheat had been half 
as high, the present limits of agriculture would not have been reached. 
_The rainfall line; ranging from twenty-three inches in the warm north 
to sixteen inches i in the cooler south, was made significant not by any 
inherent nature-made condition, but by the economic processes asso- 
ciated in that place at that time. Once the railroad pattern had been 
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: built——by 1910—it was not easy to advance farther to ie west even 
- with a rise in wheat prices. The so- -called “natural limits” of the Humid 
Pampa were a reflection of the attitudes, objectives, and technologies 
‘of the inhabitants in a particular place and at a particular time. Even 
our general concept of what:is humid as opposed to what is semiarid: 
stems from conditions of the culture, not from conditions given by a ` 
“nature” naek is thought of as having an existence ee 
oman. 
This does not mean, however that the Tae of the habitat: can 
_ be. omitted from, the equation’ of differential economic development. 
-The tremendous productivity of the Humid Pampa and the commercial 
vitality of Argentina are definitely related to the existence of a land © 
< with just the superlative qualities of this region. In terms of the atti- - 
tudes, objectives, and technologies of the period from 1860 to 1914, ` 
this. land offered: unusual advantages. No understanding of the rise of 
. Argentina to world importance can be had without reference to the 
conditions of the physical and biological environment in this remark- 
‘able region. But with every change in the attitudes, objectives, and 
‘technologies of the inhabitants, the Jand must be reinterpreted—both 
in its broader aspect and also in detail. The current idea of national 
self-sufficiency, coupled with the development of large-scale manufac- 
turing industries in a land essentially tied to overseas markets and lack- 
ing local sources of fuel, brings to significance some disadvantages in 
the habitat which were not previously important. Argentina’s status is 
not a matter of political organization alone, nor of imported European 
ideologies, nor of economically i insecure five-year plans based on print- 
ing press money;. but it is all these things undertaken in a habitat 
with specific properties which will make the familiar SR proc- = 
esses add up to something new in a New World setting. 


Differential Economic Development i in Rural Brazi 


Another example of the changing significance of the habitat is of- 
fered by the development of rural Brazil. When an American states- 

‘man nearly fifty years ago proclaimed that the twentieth century | 
-- belonged to Brazil he was drawing the conclusion that a westward move- - 
ment into the thinly settled backlands would produce the kind of eco- 
nomic. development that the United States had enjoyed a few decades: 

_ earlier. He simply overlooked differences in the habitat, and also differ- 
ences in the basic attitudes of the people. More recently estimates of _ . 
the population capacity of Brazil have been made which take careful 
account of the different characteristics of the habitat, but which take ` 
_ no‘account of the changing significance of these characteristics i in the - 
predictable future. Both the statesman and the population estimaters 
were guilty of a wrong assessment of the role of the habitat. 
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Brazil's Total Environment. The total environment in which Brazilian 
agricultural development has taken place includes a variety of signifi- 
cant items, no one of which is more fundamental than the traditional 
attitude toward speculative profits. For four hundred years the Portu- 
guese-Brazilians have expected big’ returns for their investments, and 
lacking thesé big returns they have withdrawn from no-longer specu- 
lative undertakings to enter new fields of production. There is a long 
record of such products: sugar, coffee, rubber, cacao, and others. Each - 
product was associated with 4 particular part of Brazil and also with 
a particular period of Brazil’s economic history. As each product was 
developed speculatively, an area of concentrated settlement was built 
up rapidly; and as the product.ceased to bring speculative rewards and 
the people with money went elsewhere, the older region and its economy 
sank into decadence. Brazil is dotted with. poverty spots, where 
stranded populations work apathetically with eroded soils; and there. - 
are row, as always, boom spots where settlement is rapidly building up. > 
Unfortunately, at the moment the chief boom spots are the cities where 
profits are from paper values rather than products. 

How much of the Brazilian backlands can be considered to be arable? - 
It is true that Brazil loses less of its total territory for potential agri- 
cultural development because of aridity « or cold or mountainous ‘surface 
than does any other large country in the world. It is estimated that 
90 per cent of the national territory can be used for crops or pasture. 
But this estimate is based on agriculture carried on with the hoe. Very: 
little of the Brazilian land is level or even-nearly so. With hoe agricul- _ 
ture, the critical limit in terms of slope is about 35°; but if Brazil — 
‘should adopt the plow and tractor, the whole picture would change. 

_ Instead of possessing a vast area suitable for farming, Brazil would be 
found to possess a very small area. 
_Conditioned by the speculative attitude toward economic endeavor, 
Brazilian agriculture has been shifting and unstable. In contrast to the 
feverish attention devoted to the temporarily prosperous commercial : 
crops, the ordinary food crops, which bring no spectacular returns, are 
grown with a minimum of attention: Most of Brazil’s soils are poor, 
for in the rainy tropics soils are heavily leached of their valuable prop- 
erties. The best soils have been found to be those under the areas of 
semideciduous forest—that intermediate type of forest which is not so 
dense as the rain forest and not so thin as the scrubby thorn’ forests 
and, savannas of the drier areas. For four hundred years the Brazilians. 
have been practicing “fire agriculture” in these forests. The cycle iš 
a simple one: the tenant farmer selects a.likely spot, cuts and burns 
the trees, plants food crops (chiefly maize, rice, beans, or manioc) for 
_two‘or'three years, then plants pasture grasses and moves away. The- 
large landowner uses the pasture without caring for it, and after a few 
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years it has grown up again in scrubby brush, Vast-areas of Brazil have 
been'used and abandoned, some repeatedly. And since most of the semi- 


deciduous forests were on hilly land; these temporary farms have led 
to very heavy loss of topsoil, to floods arid the lowering of the ground- 
~~ water table. At the moment the areas of virgin semideciduous: forest 


_-are almost gone. After four:hundred years the time is coming soon ` 


when ‘there will be no hew areas to exploit. The frontier. of pioneer 


farming has pushed farther and. farther inland away from the urban ` 
_ centers; but it has been a hollow frontier, with the older settled land - 


behind the frontier returned to pasture as tlie farmers move on. 
Meanwhile, in other parts of the world. great advances have been 


made in the technology of farming. Faced with the pressing need to | 
_ ‘produce.more food at less cost per unit, the capitalist world has invested. . 
= more and more in ‘machines and fértilizers—changed agriculture from - 


_ a small-scale individual undertaking, to a large-scale effort. It is now 


‘economically feasible to modify slopęs with bulldozers, control drain- 


_. age with laborsaving machinery, and to build soils with fertilizer and. 
.. green manure. These techniques represent investment, and no specula- 


tive returns can be expected; but food can be produced i in increased 


quantities and at decreased cost per unit. This is, what Brazil must 
soon have, if its increasing urban population is to be kept from starva- 
tion and revolt. When enough- Brazilians grasp the pressing need for 
this change, then a new attitude toward the land and toward agricul- 
tural enterprise will have been born. . 
‘What of the habitat then? How can we assess the advantages and 
5 disadvantages of the land in terms-of modern, ‘scientific agriculture? We 


must assume that the small farmer’s hoe will be replaced by machinery - 


and fertilizer. We are assured by soil experts that the original or natural 
mineral content of ‘the soil and even. its structure are no longer so 


basically important. With modern methods soils can be rebuilt, slopes: 


remodelled, and the yields per acre can be enormously increased, There 


“is-no need to elaborate here the argument that, under these conditions, . 


the factor of location with reference to market becomes more impor- 


`- tant than the natural conditions of the soil. If there is to'be a large: 
investment, not for speculative gain, but for greater quantity of. pro- 


duction at lower’ cost, then areas ‘close to thè big. urban markets ‘have 
an advantage over more distant places. Once again the Paraiba Valley 
must be the scene of a new. phase of Brazilian economic development. 


What Must Be Known About the H abitat? 
. These two examples of the changing significance of the habitat as a 


S part, of the total environment of economic: development illustrate the 
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need for continued reinterpretation of the part played by the physical 
land. The examples have been presented in-rather general terms con- . 
cerning very large areas. There could be example after example of 
how this same principle works in detail. Even on a single farm; the 
different characteristics of- soil, ‘slope, and water from one field to an- 
other must be assessed, and the significance of these characteristics may 
change fundamentally with changes in the technology of the farm opera: 
tions. 

Are there any fundamental things, Hien: which must be known about 
a habitat in order to assess its role in differential economic develop- 
ment, or is each habitat a special problem, requiring special data and 
individual analysis? In the first place, the foregoing discussion should 
make it clear that geographers, who assume that part of their business 
consists in putting together things that the other social scientists have 
taken apart, cannot limit themselves to the investigation of the physical 
characteristics of the land alone. We have demonstrated that the signifi- ` 
cance of the physical character of the land can only be interpreted in 
terms of the way of living of the people. So habitat and inhabitants, 
from a geographic point of view, must be studied together. Each process 
must be confronted with its total environment if it is to be properly. 
interpreted. 

Geographers can list four fundamental kinds of data that are needed 
for the interpretation of the significance of the habitat. These are: 
physical land types; climates; density of population and pattern of 
settlement; and land use. 

The physical land types are made up of associations of soil, slope, 
and drainage. A fundamental question at the start.of any program of 
research is the definition of the categories of land types. In surveys on 
a large scale of small areas, such as the survey of Puerto Rico, it is 
not enough to use such general categories of land as plains, hilly lands, | 
mountains, or plateaus. Some measurable limits must be defined. Are 
we to define such categories of slope as 0°-3°, 3°-8°, and so on? What 
sets the limits of these categories at 3° or Be ? In studies in North 
America it was found that slopes of more than 3° suffered from soil 
erosion when plowed, and that certain types of tractors were difficult 
to use on slopes greater than 8°. But in Puerto Rico different values 
are-demanded by the nature of the habitat and the way of making use: 
of it. Still different values are needed in Brazil. To the extent that cate- 
gories of area differences must be examined specifically for each prob- 
lem in order to select significant criteria, it is true that each area re- 
quires unique solutions. But i in each area some study of physical land 
types is essential. : 
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The same may ie said of the other three kinds of data needed. 
Climatic categories which make use of the modern concept of the rela- 
tion of evaporation and transpiration to temperature and rainfall are 


needed but are often difficult to apply because of the lack of recorded ` 


observations. Population must be mapped, not in relation to the arbi- 
trary and often meaningless area units of the census, but in relation 
_ to the section of the earth from which the people derive their living, and 
_ in the definition of such areas the pattern of settlement must be ex- ` 
amined. The density of population, not in crude statistical units, but 
shown with a degree of generalization which makes it comparable to 
the maps of physical land types, climates, and land use, is an essential 
part of the assessment of the habitat. Similarly, the land-use pattern 
must be based on defined categories with a degree of generalization 
which permits valid comparison with the other basic maps. Only through 
the analysis of the area relationships of these four basic characteristics 
can proper meaning and weight be assigned to the elements of the 
habitat as a factor in the differences of economic development from 
place to place on the earth. 
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` By Yarr BROZEN 
Northwestern ' University 


Investigation. of the role of technological change in economic growth 
is made easier if we examine it at three different levels: at the level- 
of invention, of innovation, and of imitation. We are led to this ap- 
_ proach quite naturally through the circumstance that movement in ` 

technology has been defined as a change in the production function and 
that this may have any one of three different meanings. s 
_ -The production function, as an expression relating the quantity pro- 
. duced of a good (or goods) to quantities of inputs, may be used to 
express (1) what is technologically possible (the maximum output ób- 
tainable from any one of many sets of factors or the minimum inputs 
required for any level of output with any ratio between inputs), (2) 
what is possible with techniques that are (or have been) used in firms 
. which.are technological leaders, or (3) what is occurring in the economy 
as a whole. Technology, then, may change at any one or all of these 
different levels. 
_ The level of technological possibilities, the level of the technological . 
leaders, and the average technology of the society may move at differ- 
ent rates and in different directions. Usually-the interlinkings of these 
levels are such that movement in any one is reflected in the others. 
This, however, is not necessarily the case. Directionally opposed move- 
ment can occur. Schumpeter has pointed out that invention (change. 
in technological possibilities) may occur without innovation (change in 
the productive methods of technological leaders) and innovation may ` 
occur without invention. Similarly, innovation may occur without imi- 
tation or even in the presence of retrogression in the rest of the society. 
_ The relationship of technological possibilities to technological leader-. 
ship and of these to the average technology of the economy is a problem 
- long neglected by economic theorists. Sociologists and historians have 
paid some attention to the gaps between these, but the static concep- . 
tions which so long dominated economic. theory have caused it to 
neglect these lags. Economists have usually assumed fixed technological 
possibilities which actual practice would some day reach. Technological 
possibilities have never remained given, however, with the consequence 
that the economy was always in a state of transition while theory busily | 
examined the equilibrium state. 2 
*This paper was made possible by grants from the Rockefeller Foundation, the Social l 


Science Research Council, and the Graduate School at Northwestern TEEN William ‘ 
Hamburger gave. invaluable assistance in its pieparahon: 


D t 


240. a , AMERICAN ECONOMIC ASSOCIATION 


Determinants of the Rate of Imitation 


‘Since one of-our present policies i in the sphere of international TA | 


_ tions is that of decreasing the gap between’ the average technology of ` 
underdeveloped areas ‘and our own practice, let us first analyze the . 


‘ economics of imitation: What are the factors that keep the actual tech- 
nology of an area from approaching that practiced by the leaders in 
that area or elsewhere? - 


Cost of Changing Techniques; The Effect of Sunk Capital. One ai 


‘factor is the cost of changing from an old to a new technique. This cost 
' may be so great-that it is more economic, from the social point of view 


` as well as the private, to. go on using old. equipment, ‘The cost of produc-" 


tion with existing “backward” equipment or skills may -be less than 
with advanced techniqués requiring the formation of new equipment 


items ‘and skills, particularly if the old type of. equipment i is fairly new. 


_ with low. variäble-cost of operation. 


The rate of imitåtion-of an innovation is slow, not only because of. ` 


age | distribution of old types of equipment and the difficulty of quickly 


extracting capital from specialized items, but also-because the quality . 


and cost-of new types of equipment improve with the passage of time: 
- The equipment is “debugged, ” and its price tends to drop. New tech- 
niques are often uneconomic, then, for many uses after they first. ap- 


_. pear but .become economic after further development. They become 


economic not only because “bugs” are eliminated, thus reducing operat- 
y } 8 Op 


_ing costs, and because the first cost is reduced, but also because the © 
. high obsolescence rate is reduced, thus reducing depreciation costs. . 
_. This ‘case is illustrated by the experience of British.shipping firms in the 


- 
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twenties when marine engineering was changing so rapidly that. firms: 


in the highly competitive: shipping industry delayed investment in the ` | 


_Tteplacement of old high-cost, engines by the new low-cost engines. _ 

. “Advanced” Techniques Uneconomic for Some Resource and Market 
_ Patterns, What appears to be an advanced technology may not be used 
by some enterprises because of differences in relative scarcities of re- 
‘sources available to different enterprises and differences in the scale 


appropriate to different markets. In that case, different technologies | 


‘are appropriate to different enterprises. No one technique can be desig- 
' nated as best for all different resource patterns and all scales of pro- 


duction. Coal- burning, steam locomotives, for example, are still eco- 
nomic in coal-rich territories despite the development of Diesel-electric 
 Inotive power. 


Differences in relative scarcity of, resources ‘to different enterprises , 


_ May’ occur within the same general social environment and resource 
milieu, Small firms, for example, find it more expensive to raise capital 


than do large ‘firms, SEC US have shown ‘that the cost ot pane 
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capital is in excess of 20 per cent of the proceeds of security issues of 
small firms in contrast to less than 5 per cent in large firms. The cost 
of capital inhibits the use of “advanced” techniques by small concerns. 

In designating some techniques as advanced and others as backward, 
- no preference from the point of view of economy is implied. The so- 
called “advanced” techniques are categorized in this way simply be- 
cause general usage seems to dictate that any production system which 
results in a high output (or value added) per head of directly associ- 
ated labor shall be so designated. The high output per head is usually 
the result of the larger amount of capital used per worker rather than 
the consequence of inherent technological or economic superiority to 
other methods. As pointed out above, backward methods, when capital 
is scarce, are more appropriate and result in larger social output than 
the use of advanced methods in some industries with consequent capital 
starvation in others. 

Accusations of technological backwardness have been leveled at 
American agriculture as a result of a naive conception of technological 
superiority. Statements such as “maximum use of present available ` 
technologies in agriculture might mean an increase from’25 to 50 per 
cent in output’? are common. It is doubtful that such an increase in pro- 
ductivity could be realized without making more capital available as 
well as decreasing the gap between the actual technology and the eco- 
nomic level of approach to technological possibilities. Such estimates - 
seem to be based not only on the implicit assumption of more capital 
provision but also on the assumption that no difference exists between 
the economic level of technology and the techniques that would be. 
available. if the industry were organized from scratch with all capital 
presently embedded in old equipment fully available for conversion into 
any form. 

The Department of Agriculture seems to have realized that some- - 


thing more than improved technological possibilities and technological ' - 


leadership are required to improve the economic status of farmers. It 
has not only used demonstration farms to show what improved methods 
‘can do and how to use them, but also to indicate the productivity: of 
additional investment in such items as regrading for soil conservation 
purposes. By demonstrating the productivity of additional capital; it 
_ has made capital suppliers more willing to invest in farm loans. 
Backward and Advanced Techniques Are Often Economic for Simul- 
taneous Use. Even where enterprises operate in the same milieu of re- 
sources and markets, so-called “backward” techniques may be eco- 
nomically used by some while “advanced”? techniques are used by 


> Technological Trends a ‘National Policy (U. S. Covenant Printing Office, 1937), 
p. 102. 
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others. This would occur, for instance, where there is fot a smooth 
continuum from, let us say, handicraft techniques to power-machine 
techniques. Suppose that, after handicraft technique has been given all 
~ possible aid of additional capital, there is a large jump in the ratio of 
capital to labor in switching to pòwer-machine technique, even when 
the latter is given all possible aid of labor. If the area in question is 
dominated by an industry with these technical characteristics and if- 
the ratio of capital.to labor supply in the area falls between the mazi- 
mum ratio economic for handicraft operation and the minimum ratio 
worth using in machine production, then backward and advanced tech- 
. niques are both best practice.* Both should be used (in proper propor- 
tion). 

Harry Jerome found that both handicraft and machine techniques 
wére used in all the industries in the United States composing the sam- 
ple he studied in 1925. He found the proportion of hand workers in - 
cotton goods to be 12 per cent, paper 42 per cent, retail coal 46 per 
. cent, and brick and tile 53. per cent, other manufacturing 45 per cent, | 
highway construction 42 per cent, ferrous foundries 69. per ‘cent, con- 
struction 78 per cent, bituminous coal mining 82 per cent, and steve- 
- doring 80 per cent (Mechanization in Industry, N.B.E.R., 1934, page 
. 275). Unless, however, each of these industries, or segments of them, 
’ operated in “areas” where each was dominant, the explanation must be | 
found on bases other than that postulated above for a dominant indus- 
try since it is hardly likely that iso-quants in all these industries would 
have the same slope in the critical area of .the'“jump” from hand to 
. power methods and that this should equal the slope of the budget line. 
The other factors causing appropriate technique to differ from firm to 
firm must, therefore, be used to account for this phenomenon. : 

Uneconomic Hindrances to the Spread of Best Practices. But while 
_there’are good economic reasons for not bringing the actual technology 
of an industry to the level of the technological leaders (“leader” defined 
- ag the user of the advanced technique), the actual technology may fall 
short of even the economic level. One reason for this is the ignorance 
of capital suppliers which prevents the flow of capital into superior uses 
embodying improved techniques. The agriculture example cited above 
is an instance of this sort. 

Another reason is the legal structure which permits restriction on the- 
rate of adoption of new techniques by the patent device. Lack of in- 
formation on the existence of better techniques or lack of know-how 
in using them also inhibits the use of advanced practices. Secrecy, 
inadequate educational systems, and lack of incentive to the spreading 


® See my Social Implications of Technological Giana (geal Science Research Council, 
1950), Ch. 3, fora aia analysis of this situation. 


i f 


_ 


ara 


FACTORS IN MODERN INDUSTRIAL DEVELOPMENT 243 


of knowledge or to the seeking of better techniques all contribute to 
this situation. _ 

Social structure may inhibit the imitation of desirable innovations. 
In a class-divided society, with income distributed on the basis of caste 
or power rather than on the basis of productivity, there is little incen- 
tive to invent, innovate, or imitate better technicways. Jacques de 
Vaucanson’s textile machinery inventions and innovations, for example, 
did not spread in eighteenth century France, which was characterized | 
by such class and income division, while the inferior Arkwright inven- 
tions readily spread through British industry. De Vaucanson would 
not even have performed his work had he not been appointed inspector 
of the silk manufactures. Prior to this appointment, he had mechanical 
' interests but devoted them to the perfection of automatons. ~ 

Lagging technology is sometimes the result of managerial and.entre- 
preneurial decadence. Management and entrepreneurship may grow 
decadent because of the spirit of the whole society. The idea that old 
_ ways are better than new, that social status is a better qualification for 
managerial positions than ability or training, that no change should be 
undertaken which would force anyone to change his job, his occuption, 
_ or his way of life, can pervade the atmosphere and prevent even the l 

occurrence of technological leadership. 

_ Firms sheltered from competition by cartel arrangements, tariffs, or 
monopoly position are most often afflicted with managerial decay. Al- 
though it may be economic to use improved techniques, ‘such manage- 
ment may fail to do so. While management or entrepreneurship does 
not necessarily grow decadent when firms are sheltered, such conditions 
permit the survival of those which do. 
_ Management selection and training systems are an important ele- 
ment leading to decadence. Warren Scoville’s study of the glass indus- 
try (Revolution in Glassmaking) hints that status systems result in 
entrepreneurial mediocrity which in turn results in technological fixity. 
He suggests that entrepreneurs recruited by ability rather than by birth 
and recruited from different industries provide the cross-fertilization 
conducive to rapid technological advance. English experience seems to 
confirm this. As the London Economist pointed out in a discussion 
of the causes of incompetent management: 


One reason for this state of affairs [incompetent management] lies in the extent to 
which British business management is still dominated by the amateur. It is only in this 


- country that the curious profession of the “director of companies” still exists. There are 


thousands of men in this country who make a handsome living by sitting on a large 
number of boards and directing the ‘aflairs of companies to no one of which they can 
give more than a small fraction of their time and attention. Some of them, of course, 
are mere guinea pigs. Even the more reputable and hard-working, though they can offer 
their companies a great, deal of sound general advice, based on a wide knowledge of men 
and affairs, remain the merest amateurs in relation to each one of them. That a sprinkling 
of such men would be an asset to any board is beyond doubt. But that so many boards 
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should consist entirely of duch men cannot: be other than a handicap to- wise, energetic and: 


far-sighted management. The description of company directors in the Liberal ae i 


Book nearly twenty years-ago is still all too true today: , 

“A ‘director, once appointed; though nominally requiring don every few ‘years, 
_ considers himself entitled to the office for life, unless he chooses to retire. . . . Sometimes 
there may be a chairman or a group within the board strong enough. to drop g useless 
director.. But, generally speaking, a director would consider himself greatly aggrieved if 
he were dropped merely because he was elderly, useless, or without special cama 
- for the work. It would even be considered. bad fotm to propose such a thing. .~ . A 
director on resigning frequently expects to be succeeded by his son. 4 


Methods òf recruitment may’ be used which are apparently based on 


. ability and yet fail-to produce men of ability to staff decision-making 


positions. If, for example, there is an industry tradition of putting 


-All executive and engineering trainees in the “shop” with the provision _ 
that they compete on equal terms with others (as in the steel industry), 


potential innovating talent may be repelled, or, alternatively, may be 
thoroughly grounded ‘in the prevailing techniques and current: views 
on method with a consequent stifling of freshness and originality. Selec- 
tion of management from a body of men trained “from the Bound up” 
_ may stifle innovation and imitation. °° ~ 

Market organization affects the rate of imitation’ not only through 
_ its impact on the quality of management, but also through its impact 


- on. the slope of the marginal revenue curve facing the individual firm. 


_ Where new equipment has an average total cost of operation in excess 

of the average variable cost of operating existing equipment, its only 

_ outlet, until old equipment ages further, will .be:for the purpose of ex- 
panding. production. It will not be ecoriomic, as yet, for replacement 
` purposes. More expansion will occur in markets where no firm can 

-cause a drop in price by expanding. A more rapid and a larger adoption 
of cost-saving equipment will take place, then, where markets are-more 
perfectly competitive. This also influences the rate of development: of 
technological possibilities since there is'a larger market for mapEO ree 
equipment under these circumstances. 


we 
’ 





The Existence of Standards o f Best Practice. There may be a. šal l 


- desire on the part of craftsmen and engineers and on the part of those’ 


_-who use their services to use the best possible production practices, | | 


-` economically speaking, and produce the best possible product. Yet they: . 
may fail to do so for. lack of proper standards as. to what -constitutes 


best practice. In the early part of this century, it was believed that . 


straight-run gasoline was superior: to cracked gasoline. As ‘a conse- 


quence, every ‘effort was made to increase the proportion of straight- . 


run gasoline. Not until. the octane standard was devised and gasolines 


l rated by this measure was it discovered that cracked gasoline was ` 


-superior as well as cheaper. | 

A standard. may seem’ inferior when’ measured by some physical 
‘rule or on a Variable cost basis, as engineers are prone to do, yet be 
eas in a total cost: sense. The standardized ‘Diesel-electric oe 
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tive, for example, was thought unsuitable by many railroad engineers. 
The cost of custom-built equipment so far exceeds the cost of standard- 


ized equipment, however, that the saving in total cost leads to its use ` 


where no imitation would occur if custom-built equipment were the 
only type available. 

Dangers lie in set standards as well as benefits. Where they are 
enacted into legal codes, their inflexibility stifles development, as has 
happened in the case of housing. Also, they may embody poor practice 
rather than good practice. 

Tactics of Leaders. The rate of imitation depends not alone on the 
desire and incentives to imitate but also on the tactics of technological 
leaders. Those who keep their processes secret or who do little more 
than hold traditional market positions inhibit the spread of better 
practices. Those who take pride in showing their superior techniques, 
inviting observation, or who attempt to expand their market position 
cause superior new practices to spread more rapidly. 

The attempt of technological leaders to expand their market posi- 
tion will cause other firms to react if they operate in markets where 
buyers: are interested in getting a lower price or a better product or 
where selling effort makes a difference. The fact of technological leader- 
ship means a firm either has lower cost—which makes it possible to 
lower price, expand selling effort, or improve product—or a better prod- 
uct, which gives it the necessary weapons for improving its status. 
The use of these weapons creates an environment which will “adopt” 
imitators (or firms which in turn assume leadership) and cause laggards 
to disappear. In the absence of such a market environment and such 


tactics, laggards may survive alongside leaders and imitators. Imita-, 


tion will be slow unless there is a conscious effort to maximize business 
profits within a given market position. 

Where the leader of an industry is put into that position by a sup- 
plier of equipment or technical information, the tactics of the supplier 
are important in determining the rate of imitation. The supplier may 
make exclusive arrangements with the leader which inhibit imitation. 
If the supplier is owned by the leader, as in the.case of the Western 
Electric-A. T. & T. affiliation, the effect is usually the same. If equip- 
ment is supplied by an independent firm,.however, the supplier is 
usually anxious to make further sales and will employ trained engineers 
as technical -salesmén who will educate potential buyers to the new 
technique. Under those conditions, the rate of spread of the technique 
will be fairly rapid. 


The Level of Technological Leadership 


If the level of technological leadership makes a difference in the level 
of the average technology of an economy—and we have indicated above 
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that it may do so—it is important that we know something about the 
determinants of the level of leadership. It may be argued from such ~ 
evidence as the simultaneous development and application of new . 
. principles and devices in widely separated places that leadership makes 
` no difference. If, however, leadership does influence imitators, it may be . 
worth while to prod leaders or even to subsidize them. If they have , 
little effect on the average technology, it may be worth while to force: 
a change in their tactics and in their environment to make them more 
_ effective. 
~ Overinvesiment in Old Equipment Inhibits Potential Leaders, Tech- 
nological leadership may lag behind technological possibilities for eco- 
‘nomic reasons just as the economic level of actual. technology lags >- 
behind the level of the leaders. If the equipment of all firms is rela- . 
.tively new with low maintenance costs, average variable cost of opera- 
tion even in the firms with the oldest equipment may be lower than. - 
average total cost ‘of operating with a new technique, particularly if 
the ‘appearance of the new technique was unexpected or if the industry - 
_». has suffered an unexpected decline. In that case, it would not be sound 
policy for any firm to changé to the new technique at once. 

-If the new possibility was unexpected, existing equipment will be 
used to éxpand output.rather than new.* Not until aging of equipment | 
| has increased average variable costs or further improvements have suf- ` 
- ficiently lowered average total unit costs when using new Eee | 

does it become economic to replace the old technique. 

Growth, Decline, Sunk Capital, and Innovation. An favention which 
would be economic for introduction in a growing industry may not be 
in a declining industry. A declining industry will adopt a new technique 
only if average total cost is less than average variable cost of operating ~+- 

` with old equipment. The more recent and rapid and the more unex- 
pected the decline, the more likely it is that average variable cost will 
be low since a relatively large stock of unimpaired old-type equipment _ 
will be. available. A growing industry will adopt a new technique if its -. 
average total cost is less than average total cost of producing with new — 
equipment of the old type. 

The telephone industry provides an example of technological change 
which is dependent on growth. Telephone companies do not replace `' 
manual switching with dial systems in areas which are not growing 
and in which switchboard equipment is of fairly modern vintage. . 
Dialization occurs in the areas where demand has outgrown available -£ 
facilities. ‘Rather than build more manual central offices, mechanical 





1 Lack. of punt will have resulted in overivestment in old-type Seana See my 
“Welfare Theory, Teclinological Change, and Public om Investment,” Part II, Land ` 
Economics, May, 1951. ' 
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; switching i is instituted. Dismantled equipment is then used for minor ` 
expansion in exchanges where ‘there is still building, space zor more ` 


manual equipment. 

Unitary Character of Plants M ay Inhibit Innovation. In many cases, 
the use of a new formula requires major new equipment rather than 
alterations or minor replacements or additions to an old plant. This 
may be the case even where batteries of machines are used, if main- 
tenance cannot be economically performed with a variety of machine 
designs. The difficulty of adding low-cost, Diesel driven ships to Ameri- 
can fleets illustrates this. Differences in type of power used may“also 


prevent additions ‘of new types of equipment to batteries. Electric . 
driven, units cannot easily be added in a plant using steam power or 


-power from a central source supplied by shafts, pulleys, and belts to 


individual pieces of apparatus. Narrow aisles and low roofs have simi- 


larly inhibited the introduction of new equipment items in texte mills 
and foundries. 


The unitary character of plants is less of a barrier to innovation 


where an industry may be enlarged by the addition of a new and inde- 
pendent plant than it is where the whole industry i is a unit. In the case of 


railroads, for example, it has been said that it is difficult to introduce ` 


‘changes because equipment must be interchangeable with other roads. 


In some instances where this has been argued, as in the case of the 


roller-bearing freight car and the damage-free car, the difficulty is’ one 
of getting industry-wide agreement to a high rental for superior cars 


rather than the barrier of the technologically unitary character of the ` 
industry.. A new coupling would be more difficult to introduce than the o 


new cars cited. 
Leadership Tends to Pass from Firm to Firm and Nation to N ation. 


Since the replacement of equipment will occur when the average- varia- - 


ble cost of the old, which usually rises with age, exceeds the average 
total cost of production with new type equipment, assuming the same 
quality of product, we would expect technological leadership. to pass 
from one firm fo another, as their plants successively age to the point 
where it is worth while to replace them, or to new firms or capacity 
providing for increased demand. An industry may have.several leaders, 
each using the latest technique in a different department. 

The role. of technological leader in any given industry or set of indus- 
tries may similarly pass from nation to nation if the major part of the 


expansion of these industries occurs at an earlier date in one nation . 
than another. Great Britain’s early technological leadership, for exam- _ 
_ ple, may have automatically resulted in the passing of technological - 


leadership to Germany and to the United States. The sunk capital em- 


bodying earlier techniques may still have been economic after the de- 


- 
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velopment of improved techniques. Since German and U.S. industrial. 
expansion came later, their equipment embodied “better” techniques 
- than average English equipment. Once English. equipment ages to the 


point. where it becomes economic to replace it, average English tech- 2 


nology should once again leap ahead. 
Unfortunately, early technological leadérship may inhibit later tech- 
- nical progress for reasons other than the volume of sunk capital occupy- 
` ing the places new techniques. might otherwise fill. The fortunes ac- 
quired by industrial leaders by saving from profits and other income 
lead to an elevation of the tastes and living, standards of the capital 
_ supplying classes. If they are elevated sufficiently, and they are likely 
to -be in societies possessing an aristocratic class setting princely 
standards of consumption, the cost of maintaining these standards may 
lead to such demands for income.for spénding purposes that little 
accumulation is provided for replacement purposes. This is all the more | 
- likely to` happen where inadequate accounting techniques are em- 
ployed. As a consequence, a lack of capital may then prevent ithe re- 
placement of old-style eqùipment at the time that it would have been 
‘economic under the circumstances of a more liberal supply of capital. 
Technological backwardness may then become permanent unless new 
sources of capital are found. (The situation should be characterized 
„as one of capital deficiency rather than technological’ backwardness, 
since technology is adapted to the circumstances of scarce capital.) _ 
Factors Contributing to Leadership Continuity. Since the apparently > 
advanced techniques are capital intensive, a growing supply of capital 
will not only lead to early replacement of equipment but will-also lead 
to.continued movement toward more advanced methods. On the level - 
of the firm, this meats that a firm whose entrepreneur i is willing to prac- 
tice frugality and “plough back” earnings will remain á technological 
leader, assuming that scale problems in production or marketing do not 
interfere. Once such a firm has achieved success, it is likely to find 
capital available at minimum cost and be in a position-to maintain its - 
leadership simply because of its superiority in raising capital. This is 
. particularly: true under today’s tax laws in the United States. The cost 
_of raising much of the capital used by a successful corporation which 
retains earnings is zero in the sense that it is borrowing from the federal 
government at no cost by delaying the payment of personal income 
. taxes. (There is an additional incéntive for this action since capital 
gains are subject to a lower tax than other forms of income.) In this 
way, success puts a firm in a position of being able to remain a leader. 
Success even presses it to remain in ‘the leadership position in order to 
use its zero cost capital. This, in part, accounts for the diversity of 
product. of many firms which find that scale problems (and antitrust - 
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action) prevent the use of more capital in an original line. They turn, 
then, to the other lines and often become leaders in those as well. 
similarly, a nation may maintain leadership if abundant capital is 
available and its movement into advanced methods is not inhibited by 
deflationary pressures and inflexible costs (and selling prices) which 
make investment in money more productive than investment in capital 
goods. The spirit of competition and of the desire for improved ways 
are also important in inducing the. flow of capital into “advancement.” 
If gold bracelets, precious stones, mansions, old masters, and similar 
forms of wealth are preferred to securities or to improved plants, an 
abundance of capital will contribute only to the maintenance of indus- 
tries producing consumers’ durables. : 
Where the capital available to individual firms is abundant, their 
movement into new lines, as described above, tends to introduce a new 
dimension into competition which reacts on the.competitive structure 
in such a way as to help a nation maintain a position of leadership. If, 
a firm attempts to move into a product line by simply offering more 
of the same product, it will generally find a low rate of return result- 
ing. The industries producing products that have long been standard- 
ized are notoriously poor earners. Only by improving a product or by 
introducing a new product can high rates of return be earned. Doing 
this, however, causes the demand facing industries producing standard- 
ized products to decline. Firms in these industries then find it neces- 
sary to improve their product or introduce a new product in order to 
survive. The result, then, is competition in the dimension of product 
design which results in technological advance in this area. As R. S. 
Sayer says (in “The Springs of Technical Progress in Britain, 1919- 
39,” Economic Journal, June, 1950, pages 284-285): “Sometimes the 
stimulus to improvement came not from a new demand but from the 
threatened loss of market to an alternative supply.” The outstanding 
example of this during our period is provided by the steam engine, 
where the competition of internal-combustion engines—particularly 
the Diesel engines—stimulated improvement, A multitude of minor 
changes, applying long-established principles, were responsible in the - 
twenties for results which “would have been thought impossible a few 
years ago, and which would presumably never have been attained had 
it not been for the ever increasing competition of the internal-combus- 
tion engine.” Significantly, the writer of these words went on to say: 
“These developments have spurred on the designer of oil engines to 
further effort. ... It was the stimulus of competition that kept the three 
“main types of marine engine—the diesel, the steam turbine and the 
reciprocating steam engine—in a neck-and-neck race through most of . 
the period. Similarly in communications—the competition of radio- 
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telegraphy awoke the cable companies to the importance of improve- , 
‘ment, and stimulated experiments in 1920-24. which evolved the new 

type of cable laid from 1924 onwards.” ; 

In nations where markets are growing, technological leadership may ~ 
be maintained through the addition of new firms using the latest 
. methods and expansion of old firms. This contributès not only through ' 
maintaining a higher proportion ofeach industry in an up-to-date form 


but also through providing a’ market for equipment which makes it 


_ worth while for equipment firms to undertake developmental design 
work in an endeavor to capture a larger market. This would not be 
worth while if such a market didnot exist. 

Simple population growth as-a method of enlarging markets does 
. not contribute to technological leadership: if it grows more rapidly 
than the supply of capital. Under such conditions, technological retro- 
, gression may occur, since the attempt to widen capital will cause shal- - 
lowing of capital. The market for new techniques and equipment will 


_languish with a consequent decay of development work and innova- -7 


tion, except where this can be directed into capital saving channels. 
_ Factors Causing Uneconomic Levels of Leadership. Technological — 
leadership may lag behind the economic level, from the social point of | 
view, because of tax. penalties incurred by early replacement, because 
of improperly set cost-selling price ratios (usually resulting from mar- 
ket distortions), because of the private risks involved in committing 
capital to specialized forms which exceed the socially unavoidable risks . 
(the latter properly being a determinant of the economic level of tech- 
_; nological leadership), or because of restrictions imposed by unions, 
cartels, or the law. 

Technological leadership may run aad of ie economic level. U. s. 
airlines whose management consisted of “glamor boys” may have 
tended to develop and buy new equipment at uneconomically high rates. _ 
(This is now a cause of the lag of the U.S. in airline equipment. The 





overabundance of fairly new airliners inhibited the development and - 


production of jet propelled airliners, since there has been little market 
for new models. As a result, leadership in airliner design and produc- 
tion and in airline operation ‘has passed to Great Britain and Canada.) 
‘This may have been in part a: consequence of the divorce of ownership 
and control in the modern. corporation. Stockholders bore the losses. 

resulting from such procedure, while management continued to draw.’ 
- salaries, although operating as if aviation were a hobby instead of a ` 
business. Also, the subsidy policy of the Civil Aeronautics Board 
which “bailed out” the airlines which suffered the pains of uneconomic 
policy preserved the technologically overaggressive concerns which 
otherwise would have had to change policies or suffer bankruptcy. 

_A divorce’ between ownership and control has led to uneconomic 
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leadership, not only in some corporations, but also in government enter- 
prises. Since losses in these enterprises are sustained by taxpayers ` 


while those who make the decisions often gain by enlarging their sphere 
of activity, although such enlargement may be uneconomic, premature 
use of improved techniques is often undertaken and even premature 
research and developmental activity. The shale oil extraction and syn- 
thetic fuel research carried on by the Bureau of Mines is an example 
of premature investment of capital in developmental activity by a gov- 
ernmental agency. This should be compared with the development of 


- taconite iron ore processing. by private enterprise. Development Has. 


» been slowed to a pace such that, “when the direct-shipping ore from 
Minnesota runs low, the steel companies will have the low-grade taco- 
nite all ready to help fill the gap.” 


The Influence of Invention on Innovation. Among the factors influ- 


encing the rate of innovation, invention is one of the more important. 
Most innovations are applications of preceding inventions.. Even in 
the Schumpeterian and Usherian sense, innovation would be severely 
restricted if inventing were to.cease. 


» ‘Noneconomic innovations often occur as a result of invention. Where 


concerns are interested in maintaining a- position at the technological 
frontier—as the Budd Company once was and as airlines have been—— 
they often prematurely apply new techniques. The naive tendency to 
assume that any new'invention is better than prevailing practice leads 
to the same result where interested persons are not checked by the 


necessity of, earning their way: The development of synthetic fuel” 


know-how has resulted in government subsidization of “commercial” 
production of synthetic fuels. This same factor is spurting the: com- 
mercial” application of atomic energy. 

_ In the absence of noneconomic motivation and financing or of mis- 
taken judgment, inventions lead to innovation only if they are economic 
in the circumstances of the prevailing resource, taste, division of in- 


come, and technique pattern. Although. an invention may be economic > | 
for some resource patterns, it will not be applied unless it fits the pat- 


tern of reanyg scarcities in the world in which it finds itself. 
Research and Technological Possibilities 


The development of technological possibilities may lag behind re 


move ahead of) the economic level of development just as leadership 
and diffusion may not move at the economic rate. To consider the. gap 
‘between the actual rate`of development and the economic rate of de- 
velopment of. technological possibilities, we must have some idea o 
what is meant by an economic rate. . 


_ The Economic Rate of Development. What i is added as an eco- . 


~* “Taconite Will Be Ready When—, ” Business Week, November 11, 1950, p. 76. 
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nomic rate depends upon what ends we choose as given in our measure- 
ment of the efficiency of this means in attaining- those ends. We will. 
assume that development of technological possibilities i is for individual- 
istic, utilitarian purposes. That is, it is for the purpose of giving people -’ 

= more of, whatever-it-is-they-want as long as it does not necessarily 

involve reducing the amount of desires satisfied for other individuals. 

© We include in desires not only those things which can be satisfied -by. 

economic goods, such as'the desire for a beautiful home or a clean body, 

but also desires which may be fulfilled only by noneconomic procedures, 

such as the desire for freedom from direct controls or the desire for 
© existence ina family.’ 

On this basis, we may state initially that the-rate of development i is 
too great if it ‘produces knowledge which is not used (or that it isat- . 
least misdirected if-the knowledge is premature and must wait to be: 
used until.other knowledge is developed). However, if a reorganization. 
of research to eliminate ’the currently noneconomic inventions would. 
‘produce no significant reduction in total research costs, the charge of. 

«misdirection is not: applicable. 

If slowing the development rate makes no difference in the level | 
of technological leadership or the level of technology of the economy, 
then it should be slowed, unless knowledge (or the by-product of train- 
ing prodticed in the course of research) is an’end in itself and the gain. 

`~ in knowledge is sufficient to. recompense those who have borne the. 
expense of the research. If research. does affect the. level of technology: . 
ee in the economy, and this-is its only purpose, then. the value of 
' an increment .of research and developmental work depends opon the 
"value of its consequences in application’ 

It should be emphasized that, ex ante, itmay be difficult to appraise oa 
research in terms of the pragmatic tests outlined above. Undervalua- ` 
tion of some types of research activities may be characteristic of a 
naive use ‘of these criteria. Because of these ex ante difficulties, we ~ 
must preserve the “wildcat” inventor who often is as prolific i in fields 
ruled out by conventional science as the wildcat driller is in fields ruled’ 

"out by conventional ‘geology. Edison with his ae lamp is but one 
of a host of examples. - 

If innovations increase the rate of saving. al of capital formation: 
then the, utility of the increment’ of knowledge leading to an innovation — 
depends, in part, upon the value of the additional capital to the society ` 

‘less the cost.of the capital. If the alternative to capital formation is ; 
frustrating idleness for the resources involved, ‘there is no cost. Ifc: ` 

` the cost of the capital is the sacrifice of consumption, the cost may be 
impossible to compute by methods and on ethical bases now known. 
_ unless the saving is completely VOSENN: 1! the cost is sacrifice of 
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alternative capital items with no effect on the rate of saving, forced 
or voluntary, then the cost is easy to find. ` 

Departures of the Actual from the Economic Rate of Development. 
The optimum rate of investment in research and development is that 
at which another increment of investment in such activity will yield 
benefits smaller than the cost of the investment. Since social benefits 
usually exceed private benefit from such activity, private investment 
in research motivated by profit falls short of the socially optimum rate. 
The fact that private benefits are less than social benefits, if such is 
the fact, may be sufficient to cause the actual rate-of development of 
technological possibilities to fall short of the socially optimum rate. 

There are many other reasons for differences between the optimum 
rate of development and the actual rate of development. Unnecessary 
hindrances to the application of developments which cause private cost 
to exceed social cost in such application reflect themselves in the slow- 
ing of private investment in research. Market organization affects the 
profitability of research through its effect on the rate of application. 

To the extent that individuals and organizations allocate funds to 
research activities for reasons other than commercial profit, the gap 
between actual and optimum rates may be closed or more than.closed. 
Even profit-seeking corporations are said to maintain research pro- 
grams for prestige reasons. Others are said to maintain research not 
profitable to stockholders in order to maintain the corporation in 
question as an entity. 

Lack of co-ordination between profit-motivated and nonprofit-mo- 
tivated research may result in less productivity in terms of knowledge 
or utilitarian techniques. than might otherwise be achieved. On the 
other hand, to the extent that the allocation is determined by research 
workers who find‘nonpecuniary satisfactions in pursuing their interest 
rather than those who make the appropriations, the return may far 
exceed that attainable from the same funds allocated in a rationally 
organized program which takes no account of such nonpecuniary mo- 
tivation. 

The rate of advance in technological possibilities, given the amount 
of research appropriations, depends upon the productivity of those 
appropriations. Institutional allocation is important in determining the 
productivity. If all funds are spent only in university or only in indus- 
trial laboratories, the rate of advance is likely to be slower than with a 
proper allocation between them. It would seem that fundamental in- 
dustrial developments, as contrasted with developments that represent 
small departures from or improvements in previous practice, often rest 
on a foundation of fundamental data and theory of a type contributed 
by “fundamental” research usually carried on only by nonprofit or- 


` 
254 t AMERICAN ECONOMIC ASSOCIATION SES 


ganizations or individuals’ disinterestedly seeking to advance the fron- 
tiers of knowledge. Such contributions make not only for radical de- 
partures in industrial practice but also make for less trial and error - 
in the devising of small improvements in ordinary practice. 

The total amount of funds allocated to research depends upon many 
.. factors. The flow to nonprofit organizations depends upon the interest 
- of those who donate such funds, where individuals are donors, or upon 

the political power of groups who may have interest in certain fields-of 

knowledge simply for the sake of knowledge or who may be benefi- 
ciaries of any advances, ‘as in the case of farm groups and agricultural 
research. The quantity of funds provided by profit-motivated persons 
depends upon: the amount of the social benefit which they can ap- | 
` propriate for themselves. This, in turn, depends upon their monopoly 
position im an industry, the presence of a patent system, or upon the 

- existence of prizes. Unfortunately, such devices as.monopoly or patents, 

which appropriate more of the social benefit for the persons who must 

be motivated to make research expenditures, simultaneously reduce 
the social benefit. Methods should be devised for increasing private 

- benefits at the margin to equality with the social benefit without reduc- 
`- ing the total social’ benefit. 

-Economic Directions for Research. In discussing the determinants 
of the economic rate of development of technological possibilities, we ` 
have taken little- explicit account of the relationship of the type of 
economic organization, the resource pattern, and the directions of 
change in these, as related to the type or direction of development. If 
- development can move as efficiently in certain directions as. in others, 

then a higher rate of development may be economic, provided it is 

properly channeled, than if efficient movement in those paths were im- 

possible, despite the existence of easy alternative directions. For ex- 

ample, in an economy suffering from the consequences of past defla- . 

‘tions and rigid-cost prices, capital-using development-of a kind that will | 
_ lead to increased bank lending (assuming a partial reserve banking 

system with excess reserves) or to absorption of idle funds (assuming 

. there are any) is preferable to developments which do not have such 

results. On the other hand, an economy suffering from inflation will - 
= benefit from the opposite type of development if vélocity of circulation 
.., of money has not already shot to levels sustainable only on the basis of . 
+ continued inflation. 

An economy whose resource pane is shifting i in the direction of - 
declining quantities of. capital because of high propensities. to consume ~ 
should devote a portion of its-depreciation-freed-capital not currently 

- consumed to capital-saving development, assuming tax structures and 
publicly controlled welfare provisions enforced on the entire social . 
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body are not to be changed. The situation in England today seems to 
be one in which capital is' not forthcoming in desired quantities bécause 
of the increased propensity to consume-induced by government meas- 
ures which result in directed consumption (medical care, for example) 


= and which rechannel income into the hands of those with a high pro- 


pensity to consume, The measures have also inhibited saving by 
penalizing property income and by providing greater security through 
state action which makes private action less necessary. ` 
Direction of Research and the Backward Area Problem. Point Four 
has captured the imagination of many American: opinion makers as 
a device designed to serve the current ends of public policy:as well as 
one which fits American ideals of generosity to those less fdvored. 
They seem to feel that underdeveloped areas need only our knowledge 
—our know-how—to move per ‘capita income to much higher levels. 
A- technology developed for an oil-coal-iron-water-power-broadleaf- 
forest complex of resources, however, is not easily transferable to 
tropical-rain-forest or semiarid regions in which the primary source of 
power ‘is wind and sun. Technological possibilities for such areas may 
be very low, H. G. Aubrey points out, for example (“Deliberate In- 


- dustrialization,” Social Research, 1949, page 164), that “it was fortu- - 


nate for Mexico’s early industrial effort that water power was plentiful, . 
for the steam engine, which had been a major stimulus in promoting 
the industrialization of Europe, was absent in Mexico. The only avail- 
able fuel, and that in decreasing quantity, was wood and charcoal; 
the coal deposits of the north were still-mostly unknown at that time _ 
and, in any case, were too far removed from the centers of industry 
to be usable.” The proper approach may be one.of raising technological 
possibilities for the area rather than attacking at the othér levels of 
technology by the export of technical know-how. 

Directing investment into raising technological possibilities for back- 
ward regions may be uneconomic if this were the only purpose. If new `- 
techniques suitable for their resource patterns can be produced as a 
joint product, however, or if the research program were to concentrate 
on producing techniques useful in developed areas as well as in un- 
_ developed areas, the investment might then become economic, 

A useful direction, it would seem, would be an attack on the in- 
divisibilities which inhibit. economic development. A railroad, for ex- _ 
ample, might be the only form of transport that would be feasible in 
the. present state of technology for an area. Since economical bulk 
transport is usually a necessary preliminary to development, the huge 


‘cost of. roadbed and rails might make development uneconomic. A 


research and development program, however, such as those which pro- - 
duced the buses and trucks now used for desert runs in the Near East 
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and the “swamp buggies” for Louisiana, together with the necessary 
new-type equipment, might be less costly than building a railroad 
and might make progress economically feasible. 

Similarly, the development of small-scale refining methods for vege- 
table oils, small-scale equipment for timber operations, tools for agri- 
cultural work suitable for the types of cultivation feasible in the under- 
developed regions, etc., might constitute a more productive use of 
Point Four and other aid funds than direct investment based on the: 
present technological possibilities. The training of natives in the tech- 
niques appropriate ‘to other resource patterns might actually delay 
progress under the circumstances assumed here. ` 


Conclusion p 


Optimum and actual rates of invention, optimum and actual rates 
of innovation, and optimum and actual rates of imitation probably 
differ considerably. This in part is the result of differences in social 
and private benefits at these various levels of activity. This in turn is a 

` consequence of the property (and a complex and the market com- 
plex. 

Innovation and- imitation are more rapid in competitive ee 

' insofar as little investment in skill development that may be lost by, 
worker turnover is required, but invention, in the absence of a patent 
system, is less.rapid than in noncompetitive markets. There may be 
an optimum degree of noncompetitiveness, since there are two forces 
working in opposite directions which vary with the degree of competi- 
_ tiveness. The greater the degree of monopoly, the larger the private 
benefit to the inventor and therefore the greater the incentive to the 
monopolist to undertake developmental work. The smaller the number 
of firms in a market, however, the smaller the number of sources from 
which progress may come and, therefore, the slower the rate of prog- 
ress. The Servel Company, for example, is happy to see the Rheem 
Company moving into the gas. refrigerator field because it feels that 

` -many of the technical problems will be solved more rapidly. It be- 
lieves its market will expand because the solution of problems in the 
industry will expand the total market by more than enough to make 
room for Rheem. (See “When Everybody Loves a Competitor, Busi- ` 

` ness Week, November 25, 1950, page 68.) In imperfectly competitive 
markets development work tends to be focused on product improve- 
ment, and product innovation tends to occur at a higher rate than in 
competitive and monopolized markets where cost-saving inventions and 
innovations receive more attention. 

The amount and character of the capital supply plays a significant 
role in shaping the rate and direction of technological change. Large 
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supplies of capital increase the rate of change. Where capital suppliers 
are security-minded—and the modern structure of capital supplying 
institutions seems inclined in this direction—the rate of imitation tends 
to speed up at the expense of the rate of innovation (except of that of 
markedly cost-saving character) and the rate of invention. On the 
other hand, although security-minded owners of capital are not in- 
clined to back speculative developmental ventures, security-minded 
managers of corporations insure the life of their organizations, perhaps 
to the detriment of the stockholders in some cases, by backing re- 
search programs. oO 

In attacking the problem of furthering“economic development, par- 
ticularly in underdeveloped areas, a decision must be made as to 
whether effort should be lavished upon the diminution of the gap be- 
tween technological possibilities and the level to which it is economic 
to develop them, upon the diminution of the gap between the level 
of the technological leaders and that of the technological possibilities, 
or upon the diminution of the gap between the average technology of 
the area and that of the leaders. Here, the considerations previously 
described must rule. A determination must be made of whether a gap 
of more than an economic amount exists between leadership and the 
possibilities and between the average technology and that of the 
leaders. The efficacy of an additional unit of effort in diminishing one 
or the other gap must be measured and the effort then put where it 
can accomplish most. | | 
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` RELIGION AND ECONOMIC BACKWARD AREAS 


By S. D. CLARK ` ; 
PTS of Toronto iE a 


It is omea presumptuous on my part to appear before you today 
with this paper on something about which I know so little. An effort 
-to throw light on the nature of religious developments in Canada has . 
- led to a concern with the problem of the way in which religious dė- 
velopments have been related to economic—and political—develop- 
` ments. With other matters occupying my attention, however, no in- ` 

_ vestigation of this problem as such has been undertaken. This is not 
a report on findings. What is said. here“is frankly STANNE and in- 
tentionally provocative. 
It is to the pioneer work of Max Weber that one must turn for the 
-~ fullest examination of the’ relationship of religion to economic de-. 
velopment. Weber was concerned with the problem of explaining how 
` capitalism grew up in tbe Western World and failed to grow up. in 
other areas where material conditions, natural resources, availability ` 
of a labor supply, and such were equally favorable. He finds the ex- 
planation at least in part in the nature of ‘Protestant religious teach- 
ings. The spirit of capitalism developed out of that peculiar religious ' 
attitude of mind which he describes as the Protestant ethic, and out. 
of the spirit of capitalism, in turn, there grew that rational organiza- ` 
tion of business enterprise in terms of profit known as capitalism. 
In general terms, the facts would appear to support Weber’s thesis. 
Protestant areas of the Western World have developed as predominant- 
ly capitalist areas; non-Protestant areas have tended to grow much 
‘more slowly economically and many of them have not yet advanced 
beyond a precapitalist stage of development. - | 
Yet there are certain awkward: facts which need to be explained. 
Some of the most economically backward areas of the Western World 
' are Protestant areas. More than that, they are the areas where Protes- 
tantism has developed in its most extreme forms. The so-called “hill- ` 
billy” ‘societies in the United States and similar societies in Canada, 
for instance, are in many cases intensely Protestant in character; it 
is here that is most kept alive the true spirit of. the Protestant Reforma: 
tion. In the population generally, those people who are the least 
economically enterprising tend to be the most Protestant in outlook. 
Indeed, one can almost go so far as to say that it has been among © 
` such people ` that Protestantism has made- its largest inroads on the 
Roman Catholic Church. 
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Weber. would: appear to identify too closely the spirit of Protes- ~ 


tantism and the ethic of Calvinism. The ethic of Calvinism was favor- 
able to capitalist growth, but this ethic developed more ‘in reaction 


to than as an outgrowth of the Protestant spirit. Protestantism repre- ` 
‘sented a revolt against the authority of.the Church—a demand for - 


the return to the simple forms of organization and doctrines of primi- 
tive Christianity. The highly authoritarian Calvinist Church, with its 
carefully worked out body, of theological Principles and doctrines 
can hardly be thought of as giving expression to this urge within 
Protestantism towards religious freedom and simplicity. Rather, the 


development of the Calvinist Church—and of the Lutheran Church l 
to a lesser degree—represented an effort, through the building up of - 


a highly disciplined type of religious life, to impose a. check upon the 
more extreme forms of expression of the spirit of Protestantism. Where 


the heavy hand of a Calvin was absent, Protestantism was less favor- 


able to economic enterprise than had been Roman Catholicism. 
Within the system of ecclesiastical control developed by Roman 

Catholicism, the economic—and political—organization of society was 

made as fat as possible to serve the ends of religion, but the Church 


was not entirely hostile to economic enterprise. A healthy economic. 
‘life was essential to a healthy church life. Thus an effort was made > 


by the Church to maintain a balance between man’s spiritual and his 
worldly interests. Ecclesiastical control of such a kind did not make 


for marked economic progress-—there was. too little economic -free- - 


dom permitted—but it did make for economic well- being. 
Protestantism, growing up as a protest against the rule of a church 
which was thought to have become too accommodative to worldly 
interests, had the effect of weakening the organization of religion and 
thus of destroying the means of maintaining a balance in society be- 
tween, spiritual and worldly interests. With the breakdown of church 
discipline, religious feelings were given much freer expression and 
whole communities’ were caught up in the frenzy of religious revival. 
Among the- followers of the more extreme movements of Protestantism, 
such as-the Anabaptist movements in central Europe, salvation of the 
soul became the. dominating passion of life and in the concentration 
upon this objective all worldly obligations and duties were neglected. 
‘It is not in any way surprising, therefore, that it should be those 
_ people least economically successful in. their society who were most 
attracted by these movements. Religion offered a means of compensat- 
_ing for economic failure. The person of réligious faith had little need 


Í 


_of worldly goods. Indeed, the possession of worldly goods was an ob-, 


stacle to leading the life of a truly holy man. 
_In America the close: association of Protestant religious tevivals 
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‘with the frontier has tended to obscure the nature of their effect upon - 
economic development. The frontier characteristically has been thought < 
of -as an area of ‘economic and cultural progress. Actually, as the. 
., English historian Arnold Toynbee has pointed out, its development `“. 
represented a step back in civilization. It was ‘poorer—materially and ` 


_ culturally—than the old-world societies out of which. it had grown. 


~ 


` Religious revivalism’ was an expression o: this economic and cultural 


, poverty of the frontier. 


How then are we to explain. the relatiqnship of Protestantism to . 
the rise of capitalism? How could a movement which developed as ` 
an expression of economic failure be in any wey related to economic 
progress? 

The answer in part is to be indi in the fact that economic failure 
was a condition-of economic progress. ‘The development of new 
forms’ of economic enterprise resulted from the breakdown of estab- ` ; 
‘lished economic relationships, with attendant widespread feelings of 


economic insecurity, and there was nothing remarkable, therefore, in: ~ 


the fact that periods of economic change were characterized by the rise 
“of religious protest movements, Fòr the most part, it was not the 
_ people ‘wlio gained most but the. people who gained. least from eco-. 
nomic change who were caught: up in these movements. Thus on the 
` American frontier the evidence would support the view that it was 


` those people, by and large, who were unable to meet the obstacles ` 
- of frontier life and who fell by the wayside who were the most fanati- E 
cally religious. The revival and camp meetings of the frontier. attracted ©: 


few of the more well-to-do farmers who had gained markets for their 
produce and who were faced with an increasingly pressing’ problem 
of a labor shortage. Nor were such meetings often attended by mem- 
bers of the rising bourgeois class, in the towns. 

Where the frontier continued too long a frontier—that.is, an area 
lacking outside markets ‘and cultural contacts with the outside world— | 
it used up, soto speak, what economic and cultural capital its. -original 

population had brought in and degenerated: into a slum. Throughout 


E ike North American Continent can be found such areas where long . 


isolation has bred in the population an attitude of. indifference towards 


- economic and cultural betterment. Here those forms of religious organi- 


zation which grew up on the frontier have persisted with little change. 

In those areas, however, where frontier conditions passed and where | 
_ conditions of material and cultural poverty gave way to conditions of 
material ‘and cultural well-being, the forms of religious organization- 


_ changed markedly i in character..The sectarian, become prosperous and 


socially respectable, transformed the sect ‘into’ the church: . 
Yet ‘it must -not be assumed from this that oeligious developments | 
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were simply determined by economic developments. If conditions of 
economic adversity found expression in the development of movements 
of religious revival, the development of these movements in turn 
tended to the persistence of such conditions in society. On the other 
side, the change within these movements to moré accommodative 
forms of religious organization must be thought of as a factor in as | 
well as a consequence of the development of conditions of material- 
prosperity. To some extent, it was not the sect which was transformed 
by the sectarian become prosperous but the sectarian who was trans- 
formed by the sect become anxious to strengthen its position in the 
organization of the community. 

In other words, as Weber argued, participation in religious sectarian 
activity may well have been a factor in the achievement. of economic 
success though the relationship was not as direct as Weber supposed. 
The significance of the Protestant religious revival lay in its effect in 
destroying the traditional balance in society between spiritual and.. 
worldly interests. Immediately, the result was a strengthening of the 
religious interest but at the price of weakening the means of keeping 
that interest alive. In destroying the organization of religion, the Pro- 
testant revival threatened in the end to destroy the religious interest 
itself. Thus the development within many Protestant sects of strict 
disciplinary controls in matters of doctrine and practice represented 
an effort to check the too extreme manifestation of religious feelings 
growing out of revivalism. Through such controls a balance was re- 
stored in society between spiritual and worldly interests but it was a 
balance often more favorable to worldly interests than had been the 
traditional balance it replaced. It was because out of Protestantism 
there developed such forms of control in religious organization that it 
contributed so greatly to economic growth. X 

In the first place, the Protestant sects provided a cheap form of 
religion and thus made possible the release of labor and capital for 
economic development. This was not a direct consequence of the 
Protestant religious revival. Revivalist movements, as for instance on 
the American frontier, typically grew up among people who.could not 
afford the heavy financial burden of supporting an elaborate ecclesi- 
astical establishment with its churches and cathedrals, seminaries, hos- 
pitals and charities, and a professional priesthood or ministry, but 
people, on the other hand, whose time was of little value. Thus if 
these movements offered a cheap religion, it was a religion which 
made extravagant demands upon people’s time. In periods of frenzied 
religious excitement, whole communities became caught up.in a con- 
tinuous round of religious activities. It was to meet this problem that 
there developed within Protestant sectarian teachings the notion, how- 
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ever dactil: stated, that work was a virtue and slothfulness a sin. 


The result was a religion which imposed no heavy financial burden 


_ upon the community and which at the same time mang of work the. 


most important religious duty of man. 
- In the second place, as Weber recognized, the disciplined form of `- 


religious life developed by Protestantism—the Protestant ethic—was 


highly important to economic growth though it grew only indirectly 
out of the Protestant spirit. The Protestant sects had to concern 
themselves much more than older established forms of religious or- — 


ganization with the disciplining of their members because the problem 


which ‘they faced was much greater. Thus the strictness with which 


they’ enforced conformity to the doctrines they taught and the rules 
of living they prescribed was a reflection of the almost complete dis- 


integration of doctrinal truths and moral values in the heat of religious _ 
revival. It is questionable whether religion as such offers-any support 


_ toa group morality; such support emerges out of the problem‘of church > 


government and assumes’ particular importance in the religious teach- 


"ings of the sect where the problem is of such an urgent character. The © 


strict tabus of the religious sect, the ruthless exercise of the power of 


, excommunication when rules of correct living were transgressed, stood 
‘in sharp contrast to the moral freedom which grew out of religious 
= revival. Once developed as a means of securing orderly church govern- ` 


ment, the disciplined form of life of the religious sectarian became an 
important condition of economic success. 
' In the third place, the development of sectarian forms of religious - 


organization served to weaken the traditional social class structure 


of society and thus to.release social energies for the promotion of new 
' forms of economic enterprise. Immediately, the effect of the Protestant 


religious revival was to substitute spiritual values of worth for values 


of worth which had been formulated within a traditional class system. 


The new spiritual elect took the place of the social elect. So long as 
the elect was defined in such purely religious terms, there was lack- 


‘ing any support of activities directed towards the achievement. of | 


worldly success. Rather, worldly failure became something of a meas- 


‘ure of spiritual worth. ‘Thus the emphasis in later Protestant teachings 


upon the close relationship between godliness and economic success 


. represented a deliberate effort in the formulation of church doctrine 
to offset the effects of religious revival., To some extent, of course, ` 


this evolution in Protestant thinking was simply a reflection of under- 


lying changes in the class structure of the Western World. To some | i 


extent as well, tiowever, it lent support to these changes and helped 


- prepare the way as a result for the STOWER O of new forms of economic 


enterprise. ~ 


~ 
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“Closely related to the ‘effect of Protestantism in’ weakening the ` 


traditional class structure. of -society was- its effect in weakening the. 


bureaucratic ‘controls of the state. The Protestant spirit as such gave . 
birth to no philosophy of political liberalism. Rather it led simply to 
an attitude of indifference-to problems of political organization. In 
the enthusiasm of religious revival, the convert turned his back upon 


all obligations he owed as a citizen; he prided himself in his lack of 


interest in or knowledge of the world i in which he lived. Through the 


-development of such an isolationist spirit, the fostering of a general 


state of political illiteracy, religion lost any support it had in the col- 
lective organization of the eommunity. It was the rebuilding of such 


- collective supports of religion which was one of the main problems of 


sectarian church government. Under circumstances of religious di- 


vision, where it was the older established forms of religious organiza- 


tion which enjoyed state support, the sect turned naturally to local 
bases of support. It no less than the church sought to build up a theo- 
cratic social order but it was one within rather than of the state. What 
this meant was the development of an intense spirit of localism rather . 
than a spirit of state centralization. It was out of such a development _ 
there came that releasing of local enEKEIER SO porani to economic 
growth. 

In the fifth place, the close group cohesion which deraue out òf 


the sectarian form of religious organization was in itself an important 


factor promoting economic growth. The Protestant religious revival, 
directed as it was against all forms of church control, led to an almost 
complete dissolution of group religious life. The religious convert owed 


. attachment only to his savior, and group associations which grew out . 
of the revival as-a result were of a highly transitory character. It was 


to meet this problem of chaotic group relationships that there de- 
veloped in.the sectarian: form of religious organization an extremely 


_ Closed type of. ‘group, control. No large ecclesiastical organization would 
‘have dared exercise the power of excommunication with the ruthléss- 
‘ness with which it was exercised by many religious sects! The result 
was the emergence in the community of small, closely knit groups ‘of . 


people who were ready to come to oné another’s assistance in the 
financing of new business enterprises, buying and selling, and in pro- 
viding labor or employment. It is no accident that many joint-stock 
enterprises grew almost directly out of religious sectarian groups. 
Finally, and this has been implied by much that already has been 


` said, there resulted from the sectarian organization of religion a more 


rational approach to problems of life, including. problems of an eco- 


© nomic character. It is here that we must look for the explanation of. 
~. that curious figure in capitalist history—the hardheaded businessman 


/ 
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-who: at the same time is intensely religious. Stich a person ceran 


was not produced out of the emotional heat of religious revival. The 
religious revival represented, rather, an- almost complete flight from 


reason—á shift to a dependence upon revelation for the solution of.. 
all problems. It was to arrest such- tendencies, in the interest of the . 


orderly progress of religion, that there developed i in religious sectarian’ - 


teachings the notion of a sharp separation between the secular and re- 


~ligious duties of: man. Thus, while Catholicism sought to isolate within 


‘monastic orders the more intensely religious of its followers, Protestant- 
: ism, through the building up of rigid self-disciplinary controls, secured 


the isolation within the individual of his religious self, In this way, 


the Protestant could ‘be thoroughly rational with. respect to the every- 


_ day concerns of life without any feeling of conflict between his rational - 


attitude and his attitude as a religious man. Not only economic growth . 


but developments in politics, science, education and health owed much `~ 


` to the rationalist movement which grew in this indirect fashion o out of 
Protestantism. . 
In various other ways as well, the’ development of Protestant forms 


\of religious organization was related to.the development of new forms ` 
of economic enterprise, but enough has been said here’ to suggest the | 
- importance of the. relationship. For a paper concerned with the prob- . ` 


lem of economically backward areas, it may, seem there has been än 


undue attention given to economic growth. To discover the factors of ` 


“ economic stagnation, however, it would appear necessary to examine 
some of the factors of economic progress. Implicit throughout this paper 


has been the view—bias, you may prefer to call it—that religion i in it- - 
` self operates. to retard the economic development ‘of society. If given: 
full -expression, the religious interest would in fact make economic ` 


life impossible. But in so doing it would destroy the means of main- 
taining itself. Some sort of compromise thus develops through the or- 


. ganization of religion, and the nature of that compromise is highly " 


_ important in determining the relationship of religion to economic de- 
velopment. It has not been possible in this paper to-do. more’ than 


~ examine the kind of compromise which was forced upon Protestantism, - 


_ and even here no consideration has been given to those widely diver- 


_ gent types of development evident, for instance, on. the one side, in the - 


~ emergence of such highly isolated local community sects as. the Men- 
‘nonites, or, on the other side, in the growth of such community-wide 
nonconformist ‘churches as ° the Methodists. Nor ‘has attention been 
‘given to the change in the relationship of Protestantism to economic 


‘development’ with its taking. on of something of the character of a . 


state religion as, for instarice, in the growth of such ecclesiastical estab- 


P as we pau Church of Canada. If some of these Celp: = 


‘ i : _ l * x 


/ 


FACTORS IN MODERN INDUSTRIAL DEVELOPMENT 265. 


ments proved less favorable to economic growth, the fact only serves 
to emphasize that there was nothing inherent in Protestant religious 
teachings which accounted for the close relationship of Protestantism to 
the rise of capitalism. Weber quite rightly stresses the important role 
played by such church leaders as John.Calvin in preparing the way 
for the development of capitalist forms of economic enterprise. But 
` if Protestantism had its St. Peters in people like Calvin, it also had 
its St. Pauls. One need only in conclusion suggest the fruitfulness of 
a comparison of Presbyterianism with Methodism with respect to 
their relationship to such developments 1 in Western society as capital- 


ism, liberalism, and science. p 


— 
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THE ROLE OF THE STATE IN ECONOMIC 
“ DEVELOPMENT | 


: | By Henry G. AUBREY 
Institute of World Affairs — 


The extent and the degree of state intervention in economic affairs 
is, in the last analysis, a political, not an economic, decision. Before the 
advent of economic liberalism the primacy of the state in economic 
matters was taken for granted; lately, a similar tendency appears to 
be’ reasserting itself, resented by some, accepted by others. Under- 
developed countries, in particular, rely very heavily on the assistance 


_ and guidance of the state in economic development. It seems appropriate 


for the economist to'investigate what role the state has played in that 


respect in the past in various parts of the world, and then to find out 


why government is presently called upon to perform a number of 


- duties previously left to private initiative. I shall address myself to 
_ that task in this paper with the brevity which the limits of time un- 
happily impose upon all speakers. ` 


-1 
England’s industrial revolution did not cross the Channel or the 
Atlantic Ocean without the beckoning of foreign governments. In the 


' beginning Britain tried to keep the new technology for herself; the 


export of machines and of technical drawings was‘prohibited. At the 
same. time, other countries had to increase their domestic output as 
wars disrupted their established trade channels. The Continental block- 
ade of the Napoleonic era in Europe was a powerful stimulus for the - 


adoption of the new English inventions; so was the struggle for inde- 


pendence and, later, the self-imposed embargo in the United States. 


- But the individual - -entrepreneur was frequently unable to get the 


machines and the skilled technicians to teach his workers; ‘the risk and 
cost involved .in procuring either were great. Few individuals suc- 
ceeded, and when they did, they were anxious to keep for themselves 
the fruits of their initiative. Most governments, however, were re- 
luctant to see their industries decline under the impact of increased 


foreign productivity and to risk subsequent domestic shortages. Thus, 


they took deliberate action.to foster the formation of national indus- 


1 This paper originates in a research project on “Financing World Economic Develop- 


. ment,” now in progress at the Institute of World Affairs of the New School for Social 


Résearch under a grant by. the Merrill Foundation for the Advancement of: Financlal 
Knowledge. The author acknowledges gratefully the comments and criticism recetved 
from Felicia J. Kiis Edara Heimann, and a Lowe. 
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tries by establishing a machinery industry, promoting mechanical 
production, and encouraging the widest possible distribution of the 
new technology. As I have shown elsewhere,” . this happened_ in 


Switzerland and France, including. the territories occupied by Napo-- . 


leon; the tradition continued after Napoleon’s time in Holland and, 
‘later, in Belgium. Flat grants or subsidies, loans or outright govern- 
ment financing, guarantees, patents, and premiums were among the 
instruments used, in addition to import controls, protective tariffs, 
tax exemptions, and other inducements. A number of similar instances 
could be cited from other European countries, such as Germany, Aus- 
tria, and Hungary.® The United States, too, went through a similar 
period of active governmental sponsorship of industry before, during, 
and after the conflicts with England; subsidies, guaranteed markets, 
a quotas, and duties were widely used.* 

' Stringencies and shortages resulting from wars fostered the de- 
veloprńent of industries in the. countries referred to, but these were 
clearly not the only stimuli. In the past, the ambition to catch up with 
industrial nations was, and it still is, an equally ‘powerful motive. 
Mexico in. the first quarter of the nineteenth century and Japan in 
the last are interesting examples. In Mexico, as I have shown at some 
length elsewhere,” a government agency similar to modern develop- 
ment banks in certain countries was established. It advanced funds, 
imported machines, and provided technical assistance for the estab- 


lishment of certain industries. The agency failed financially, but the 


“pump had been primed.” Incidentally, the creation of industry was 
, already then, as it is now, justified by me need for a the standard 
of living. T 


* “Deliberate Industrialization” in Saal Research, J une, 1949, pp. 175 fi. 
`t Only a few, little known sources will be mentioned here, Grants, subsidies, and loans 


were offered as inducements to speed the construction of textile machinery in Saxony ` 


during and after the Napoleonic Wars. See Heinz Torkewitz, Der deutsche Textilmaschinen- 
bau (Munich, 1934), Dissertation, pp. 25 f., 34. ` 

In the same period the government of Silesia used similar means for the modernization. 
of the linen industry and the promotion of cotton spinning. See Curt Frahne, Die Textil- 
industrie im Wirts ftsleben Schlesiens (Tübingen, 1905), pp. 112, 120, 153. Prussia’ had 
the first steam engine built in 1785 and spent considerable sums afterwards for subsidies, 


the import of machines, and training trips by foreign and domestic experts. See Conrad : 


' Matchoss, Preussens Gewerbeforderung und ikre grossen Manner (Berlin, 1921), pp. 15, 
` 31, 46 ff. Early in the nineteenth century Austria wanted to beat England to the first 
_ linen spinning machine and attracted French experts with the promise of large premiums 
for the first 100 sets of machines built. They never worked very well and England won 
the race after all. See Johann Slokar, Geschichte der österreichischen Industrie und threr 
Förderung unter Kaiser Frans I (Wien, 1914), p. 367. Hungary used loans, subsidies, and 
grants to build up her textile industries in competition with her senior partner in the 


Austro-Hungarian Union. Between 1899 and 1909 about 13 million kronen were spent in ` 


subsidies for new factories and the expansion of old ones. See Wilhelm Offergeld, “Grund- 
lagen und Ursachen der industriellen Entwicklung Ungarns,” in Probleme der Weltwiri- 
schaft (Jena: Universitit Kiel, 1914), pp. 37 f., 240 ff. 

‘“Deliberate Industrialization” (cited above), pp. 179 ff. 
` $ Ibid., pp. 159-174. 3 


~ 


268 AMERICAN ECONOMIC ASSOCIATION . 

In Japan? the sudden. transition from a feudal era of isolation gen- ' 
-> erated a.very large measure of state assistance to overcome the almost 
complete lack of knowledge, skills, and entrepreneurial capital: Thus 
the state started a number of. key industries and operated them until . 
private initiative could take over. Japan developed very rapidly: there- 
after and, characteristically, there was always a close co- operation be- 
tween industry and the government which doubtless affected the policy 
of both.. 

-The comparison of historic situations in different countries is a diff- 
‘cult undertaking, but I believe that a relationship. between state and — 
industrialization in the nineteenth century emerges sufficiently clearly 
to be recorded: ‘entrepreneurial initiative, capital, and ‘technical know- 
how were needed at the very time when the risks were great. Un- 
doubtedly, a degree of industrialization would have taken place in some `, 
countries without any governmental assistance; in many instances, 
there was a fair measure of private initiative all. along. The key, for 
- the understanding of the role of the state in these’ times lies, I believe, 
in two specific determinants of policy: the time factor and the diffusion 
of the new.technology. 

Time was of the essence, partly to cope with’ existing or threatened 
shortages, partly to. “catch up and keep up” in competitive trade. It: 

' was, therefore, important. that a few fortunate or shrewd individuals 
who’ managed to smuggle information out of England should not hold 
a monopoly. Thus, in many instances, the government set-up foreign - 

technicians i in the. business of making the new machines and paid them 
premiums or subsidies for each machine they sold. By such means a 
' fairly wide distribution was achieved i in a relatively short time. In other. 
` cases, the’ government needed only to make a gift.of prototypes of new. ` 
machines. In. this manner: the state assumed risks and. cost beyond 

. the capacity of many entrepreneurs. It made, thus; an important.con- 
_- tribution toward. the private investment decision. Frequently, how- 
ever, it was necessary to supplement this function with loans or grants 
of money and other facilities if sufficient venture capital was not avail- 
able. Finally, as the case of Japan shows, the state had to own and 
operate the plants when even the nucleus of a pene structure . 
was absent... 

To sum up, the available historical facts’ seein ‘to indicate, that the 
'- industrial revolution, spread from England to ‘other countries “orly 
with considerable assistance from governments. The degree and the 
- extent of such assistance differed according to the required speed of. 
progress, the cue obstacles to development, and the need to supp 


a 


"Ibid, pp.174f. ` : 
"For further details, see ibid., passim. 
` \ ; 
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ment private initiative. In most instances, however, private enterprise 
was able to take over after gestation periods of varying lengths. 
IL 

If we shift our attention to the twentieth century, we notice again 
a rapidly increasing tendency toward deliberate and accelerated de- 
Velopment. Just as in earlier historical periods, war-born shortages 
gave a powerful impetus to domestic production in many countries. 
. The depression of the thirties caused a virtual collapse of demand for 
most primary commodities. The underdeveloped countries realized 
painfully the extent of their dependence upon a limited number of 
products. Worse yet, they had to export greater quantities to pay for 
the goods they needed from abroad. Industrialization promised diversi- 
fication and greater productivity. Moreover, the historical example 
of the developed countries showed the way. 

The desire to “catch up and keep up” is ad by three ele- 
ments: one political, one social, one demographic. Political indepen- 
dence, once achieved, seems not enough: to-be economically dependent 
upon powerful industrial nations is resented as deeply as political 

“colonialism.” Economic nationalism is more than just a defense 
against depressions; it is a driving torge in’ the formulation of eco- 
nomic policy. | : 

In the nineteenth century the social cost of economic development 
in long hours and ‘starvation wages was no concern of governments. 
Today the state can no longer limit itself to creating a favorable 
- economic climate. The social philosophy of the welfare state radiates 
from the industrial countries; at the same time, some of the most ad- 
vanced social legislation is found in countries which have barely passed 
the threshold of industrialization. 

A demographic problem arises from ‘these social welfare efforts. The ` 
population of all but the most industrialized nations is growing rapidly 
at a rate which may not yet have reached its highest level. The pres- 
sure of population threatens to nullify the slow increase of national 
incomes: which the development of the world’s resources brings about. 
The death rate begins to fall while the birth rate remains very high 
in underdeveloped countries; the propagation of birth control meth- 
_ ods conflicts with many religious and social traditions. Only accelerated 
industrialization and urban living seem to promise a gradual reduc- 
tion of population increase, as the history of all industrial nations 
shows. Nor is this entirely a Western pattern of development: Japan, 
too, repeated the European experience.* Thus, rapid industrialization 


* Irene B.-Taeuber, “Population Increase and Manpower Utilization in Imperial Japan,” 
in Modernization Programs in Relation to Human Resources and Population Problems 
(Milbank Memorial b 1950), p. 139. 
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appears the best way to close the “scissors” of resources and num- , - 
bers. Even so, this process is very slow and the population of already. 


. densely populated countries may double before the rate of increase - 


slows to that of the more developed countries. The population of Japan 
increased from 35 million at the start of her industrial revolution to 73 
million in 1940 in Japan proper, ‘not considering about 3 million who 
went to live outside the home islands.° | 
The decisive period of Western industrialization was not. affected 
by such pressure of-population. A high rate of mortality accompanied 
rapid urbanization and a general drop in the death rate did not occur- 


- until economic development was well advanced. But in many under- 


developed countries a declining death rate precedes the initial thrust 


- of development. The New World still had in the nineteenth century 


vast “open spaces for emigration and.expansion, but the excess popula- 
tion of most underdeveloped countries today has hardly’ any place 


to go. 


"> 


' We are, therefore, facing problems of an urgency which did not 
exist in the past, except under conditions of national emergency. Un- 


_ Tess and until the rate of growth of.national income exceeds the rate 


of population growth, no country can claim to be safely launched on | 
the path of. development. Some experts think that only a massive push | 


. of capital investment can achieve the necessary acceleration; others 


believe that many decentralized improvements can increase output even 
more rapidly. In any case, large amounts of capital will be needed to 


_ Step up the rate of growth. What are the prospects that sufficient pri- 


vate capital will be invested? To-answer that question, I propose to» 
compare capital formation. at the time of the “original” industrial 


', revolution with present conditions. - 


The new technology of the eighteenth and nineteenth centuries was 


‘built on a solid;basis of preindustrial wealth. Manufacturing with hand- 


operated equipment had been proceeding on a large scale and had 
created many fortunes, large and small. World-wide trade (including 
some unsavory and now extinct forms—for example, the slave trade 


: and the exploitation of the native’s ignorance of fair trade values) 


produced large profits in Western Europe and in the North American ` 


colonies. The new machines made still more goods for trading and the 


steamboat increased the turnover of. capital. New territories opened 
more opportunities for vast profits—from land rent, from more and 
cheaper raw materials, and, finally, from local foreign investment. 
Meanwhile the rate of profit i in industry was high. Over several decades 
of gradual diffusion of a long series of innovations, the pioneers reaped — 


large intramarginal profits in addition to a nigh average rate. A Mrge 


Ibid., pp. 127 f. 
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part, of the growing income went to capital. Wages were low, wonang l 
hours long, and welfare expenses all but nonexistent. 

Once the new technology had been accepted—and frequently nöt 
without governmental assistance, as we have seen—investment and the 
reinvestment of profits proceeded at a high rate. The tradition of fru- 
gal living, thrift, and hard work, which created a favorable climate 
for investment, has been attributed to national or to religious character- 


‘istics. But there were vigorous periods of growth in Catholic France, 
as well as in Protestant England and in Yankee America. Rapid capital 


formation in Japan was certainly not caused by Weber’s “Protestant 
ethic,” but it took place in a similar tradition of self-discipline and 
dedication to the growth of the family business, bolstered by a- number 
of measures for involuntary savings.*° 

Today we find in underdeveloped areas a very different pattern ` 


of savings and investment habits. Most of these countries have been 


for centuries under economic domination by more developed nations. 
Profits from trade went largely to nationals of the metropolitan.power; 


competition from machine-made products prevented the formation of 
' capital from preindustrial manufacturing and destroyed a great deal 


of what had existed. Extractive industries, plantations, etc., were 
usually foreign-owned; much of their profit was transferred abroad 
in the form of low export prices or through dividends and interest. 
Thus, underdeveloped countries do not have such a broad basis of 
preindustrial wealth as the ‘developed countries enjoyed in their hey- 
day. A large part of current profits is dissipated in a costly display of . 
wealth and social status; inequality of income does not, as in the old 
days, assure a very high rate of savings. Moreover, the share of labor 
started to increase long before the industrial transformation was com- - 


‘pleted. The claims of labor for higher wages, better. working conditions, 


health and social security measures cannot be ignored.as they were in 


`' similar periods of early development in other countries. 


Finally, existing investment habits do not favor rapid economic 


development. A very large part of accumulated wealth is still held in 


real estate and other unproductive forms. Commercial and speculative 
ventures and money lending and other short-term activities are still 


preferred to long-term investment. Domestic enterprises, including in- 


dustrial ventures, are now developing in some countries, but many are ° 
not devoted to essentials. Unlike the industrial nations at the peak of 


their development effort, underdeveloped countries today combine a 


low propensity to save with an even smaller willingness to invest in 


» Edwin P.: Raibes, “Foreign Capital in Economic Development: A Case Study of * 
Japan,” in Modernisation Pro grams in Relation.to Human Resources and aaa 
Problems caer Memotial Fund, 1950), pp. 115 f. sd, 
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productive enterprises. The flow of private foreign capital i into these 
countries is also much smaller 'than in the past. It is not likely to in- 
crease much in the near. future, if present indications can be trusted. 

Another item has to be added to our list of current obstacles to 


< rapid private development: the cost of “catching up” keeps rising. Our ` 
present capital-intensive: technology developed gradually over a period , 


of more than onè and `a half centuries; the epochal machines of the 
industrial revolution were, by modern standards, simple and relatively 
i inexpensive gadgets. We may admit that a low-wage economy can use 


a somewhat less capital-intensive technology than the most advanced 


countries; yet the amount of capital per worker. and per. unit of output 
‘currently required i is very large in Yelation to the low total incomes of 
underdeveloped , areas. To obtain a specified yearly rate of advance 


| requires a greater proportion of total income in “retarded” countries’ - 


‘than in developed nations. As time goes by, the penalty of being late — 


. rises: ce gap between rich countries and poor countries grows: wider. . 


WT 
These are, then, the crude conclusions on our historical survey: 


- Initial sources of capital are much smaller and the formation of new: 


. capital is proceeding at a much slower rate than in the nineteenth cen- 


tury. The share of labor and the cost of welfare are rising. The. mini- 


mum cost per worker of modern equipment | is much higher than in 

earlier~periods, A high rate of investment is required to keep ahead 
of population growth, but the actual rate of private investment in 

productive projects is insufficient for such a rapid advance.” 

= How, then, can underdeveloped countriés accelerate their ‘pace? It 


seems, natural that they should look to the state for assistance and | 


guidance. We have seen how past situations of urgency resulted in in- 
creased governmental activities. The greater speed which is presently 
. indicated seems to call for even more aid. It is, therefore, not really. 


surprising that the state éncourages and promotes private initiative by 
a large number -of incentives, in addition to-loans or capital aid. Basic. 
or very risky enterprises are often financed’ by the state directly or 


through semiautonomous agencies. . 


- Growing concern with -public welfare is causing numerous shifts of . 


‘income and of sacrifice. Every inducement used in promoting industry 
also involves a rédistribution:. a sacrifice is imposed upon the taxpayer 
or the consumer to stimulate investment. Equalization of incomes by 


' „means of public, welfare schemes may imply compulsory savings as a. 


a 


substitute for the historic ‘process of capital formation from. high in- 


comes. Capital formation thus becomes a matter of public concern, 


~~ 
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and public investment may follow logically, though not necessarily 1 in 
fields which compete with private enterprise. 

This is, in essence, what happens today in most underdeveloped 
countries in the guise of development banks, financieras, or state enter- 
prises. It is desirable that the economist understands this development 
in its historical framework. He will then be better equipped to evaluate 
the reality which confronts him on foreign missions or in survey re- 
ports which are becoming increasingly available. 

However, a confusion of state intervention with socialism would be 
a block to realistic evaluation. Socialism implies the permanent dis- 
placement of the entrepreneur by ‘the state in the entire economy. 
Historically, however, as we have. noted, a limited period of increased 
government assistance to development has always been followed by 
more private initiative. Unless this sequence is understood we are in 
danger of opposing a historically sound course abroad. 


-DISCUSSION 

Harop F. Wittiamson: The topic of this session is certainly one of the 
most challenging and. most complex stibjects in the whole field of the social’ 
sciences. How ever much the merits of a Point Four proposal may be debated, 

it still constitutes the most significant positive program that the United 
` States has been able to offer a world torn by ideological conflicts. Our success 
‘in implementing such a program will be conditioned by our understanding 
of the processes of economic growth. The four papers presented have given 
some indication of the diversity of the factors or influences that have affected 
modern industrial or economic development. Each speaker has made fruitful 
suggestions as to how his particular subject may impinge on the structure and 
functioning of an economy. I am sure that another group of equally distin- . 
guished scholars, drawn from other special fields, would illuminate still other 

- facets of the subject. 

This is all to the good. It is important to approach the problem with as 
much sophistication as possible. It is salutary for'the practitioner in a par- 
ticular discipline to realize that he holds no monopoly of the concepts or 
analytical ‘tools necessary to make a diagnosis or suggest a remedy. 

This approach alone, however, may well bring us to the dilemma of the 
blind men and the elephant. We need not only to look at the process of eco- 
nomic development as a whole, but we need to know more about causal 
relationships: This is not to suggest that, like the Marxists, we can come up 
with a monistical theory of history. But it should be possible to indicate which 
of the variables’ influencing economic development are relatively dependent. 
To the extent that this can be done we would have the basis of a dynamic 
theory of economic: development. This is not easy task. It is probably no 
accident that economic theorists have largely concerned themselves with 
_ static models; that economic historians have tended with notable exceptions 
to limit themselves to describing the evolution of economic institutions. The 
path of those who have attempted broad generalization has been a thorny 
one. Yet it seems to me that the time has come to encourage the efforts of 
those who will-make such an attempt. The frontiers of knowledge have been 
pushed back on so many specialized fronts that we need to reassess and 
synthesize the results in the expectation that a more acceptable and useful set 
of generalizations will result. , 

These remarks are not a criticism of the papers “presented at this meet- | 
ing. It was not the assignment of the speakers to presént their topic in this 
sort of framework. Yet I am impressed how, explicitly or implicitly, each 
paper suggested certain interrelationships with other topics. I am encouraged 
to think that even more can be done along this line. | 4 


WARREN C. SCOVILLE: First, I would like to make a few comments on the 
role of the state as developed in Mr. Aubrey’s paper; then, I shall consider 
Mr. Brozen’s “Invention, Innovation, and Imitation.’ 
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The last paragraph is obviously the most important part of Mr. Aubrey’s 
„discussion, but for this critic it is also the most obscure. Let me quote: 
“Where totalitarian methods reign, political control preceded complete eco- 
nomic control by the state;. historically, a period’ of increased government 
assistance to development has always been followed by more private initiative.” 
I seriously doubt whether the precedence of political control over economic 
control is the crux of the issue as to whether state intervention in economic 
development may lead to socialism or some other totalitarian regime, on the 
one hand, or to free enterprise capitalism,.on the other. Can any government 
institute economic control without first having gained political control? Cer- 
tainly under James I and Charles I the English crown tried to strengthen 
its political power, and without some success in this sphere it could never 
have gone as far as it actually did in trying to determine the direction of 
` trade and industry. Who would deny that in Bourbon France political control 
preceded economic control or at least developed simultaneously? Or that the 
same thing was true in the Prussia of Frederick the Great or in the Germany 
of Bismarck? Surely this cannot be what Mr. Aubrey means by the precedence 
.of political control over economic control. 

Far more significant is the question of the underlying theory and form 


which state assistance takes, The history of Western civilization seems- to’ 


reveal that whenever the state has attempted to assume the functions of the 
entrepreneur in making basic economic decisions, the development of free 
enterprise capitalism has been slowed rather than hastened. In England, 
France, and America the increasing vitality of individual initiative and 
private entrepreneurial action were able to gain supremacy during the nine- 
teenth century in spite of and not because of the earlier attempts of the 
state to interfere, In Germany, Italy, and Japan it appears that the converse 
was true. If state assistance takes the form of setting up government industries, 


creating private monopolies, controlling the labor market, directing the flow “ 


of capital funds among various industries, or deciding which basic resources 
shall be developed and how they shall be allocated, then totalitarianism is 
strengthened. If, on the other hand, state assistance concerns itself with 
‘shaping the institutional framework so that domestic capital can be accumu- 
lated and foreign capital attracted, so that monopolistic controls over pro- 
duction and technology cannot thrive, so that the laboring population can 
realize its full potential through improved general education and occupa- 
fional and geographic mobility, or so that the entrepreneurial risks resulting 
from arbitrary government action can be lessened, then free enterprise 
capitalism can flourish. Mr. Aubrey not only does not suggest which kind of 
government interference is desirable, but he does not show an awareness of 
the fundamental differences in these alternative forms of state assistance. 
The governments in England, France, and the United States during the nine- 
teenth century used their political power (and more sparingly than Mr. 
Aubrey apparently. believes) to further the growth of their economy for its 


own sake; the German, Italian, and Japanese states were interested in de- | 


veloping their industries and trade primarily to increase their political power. 


Before commenting on his other basic conclusions drawn from history, I - 


\ 
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‘would like to ie one observation. If, in attempting to evaluate the. role 


of the state in the economic development of backward countries; one seeks - 
-guidance from history, the. relative rates of growth of various European coun- 


tries over the past four or five centuries would probably prove more enlight- 


ening when correlated with government policy than the trends Tevealed during - 


and immediately following what Mr. Aubrey calls the “ ‘original’ industrial. 


‘revolution’”-—-by which I assume he means the renewed acceleration of eco- 


nomic growth in England from 1760 to 1832. 
My comments on his other basic conclusions will be brief. When Mr. Aubrey 
states that capital accumulation i is “proceeding at a much slower rate than in 


the nineteenth century,” it is not clear to me: whether he means in the back 


$ t 


. functionally related to the actual. and`customary standards of living. Why ` 


` 
re 


ward countries today as compared with similarly ‘classifiable countries a 
century ago or whether he. means. in the world at large today or only in the 
advanced countries today. Likewise, when he speaks ‘of the share of the na- 


‘tional income going to labor and the cost of welfare as rising, does he have ` 
reference to the advanced countries or to those which may be classified as ~ 
backward? In the argument, he evidently means ‘that in the backward coun- - 
tries labor and social security costs have risen so much as to render the 

domestic accumulation of, capital difficult. I myself was not aware that the - 


labor. and social security costs in these countries. had become alarmingly 
great. Next, he fears that population will tend ‘to outstrip productivity, thereby 


increasing the difficulty which backward countries must face in their attempt `` 


to catch up-with their. more advanced neighbors. In Western Europe during 


the past fivé centuries whenever the national income increased substantially `- 


and the productivity per worker rose, not only did total population increase, 
but so did the standard of living. Both the death rate and the birth rate are 


the relationship presumably would be different, say, in Indo-China today 


‘than it was in Western Europe during the nineteenth . century is not ex- 


plained, ` = 

Finally, I ‘would like to direct attention to the conclusion that “the mini- 
mum cost per worker of modern equipment is much higher than in earlier 
periods.” If he means this in absolute terms, the statement though unques- 
tionably true does not appear to be very pertinent to the comparative diffi-. 


culty of, industrializing backward countries today as compared , with the early 


or middle nineteenth century. It seems- to me that it is the cost of equipment 


per worker relative to.the standard of living and the national income which - : 
is significant. s Furthermore, as Mr. Brozen ably demonstrates in his papery. 


-it may well be’uneconomic to try to transplant a technology and high capital- 


to-labor ratio from Western Europe-to other areas where. the resources and 


‘ market patterns are quite different. If the governments of all backward na- 


` tions tried through direct: action to adapt the industrial pattern of the'United ` 


States to their own’ economy in a relatively short period of time; I feel sure that . 
it would not only be economic folly but would inevitably result i in some sort 
of a totalitarian state. Even the technical and economic advantages endemic 
to a laggard imitator would be insufficient to counterbalance the costs which 


a complete disregard of the principles of comparative advantage would entail. 


i 
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"Turning now to the paper on “Invention, Innovation, and Imitation,” 
allow me to state at the outset that I think Mr. Brozen has done an excellent 
job with an extremely difficult subject. I, for one, shall be very interested in 
his forthcoming book on Social Implications of Technological Change. In deal- 
ing with the problem, he tries to use the technical concepts and language of 
economic theory and to make the problem as concrete and tangible as pos- 
sible. It strikes me that he, has approached success closer than most writers. 
This partially accounts for the freshness he imparts to many ideas which 
have already been treated at length by such men as Schumpeter, Veblen, 
and C. E., Ayres. In one sense it is unfortunate that his essay attempts to deal 
with all three levels of technological change (invention, innovation, and dif- 
fusion) because it would be humanly impossible satisfactorily to handle in 
brief compass all the problems which such a summary exposition is bound to 
raise. 

I have two major criticisms (or, better still, suggestions) to make at this. 
time. The first has to do with the iene between cost-reducing and 
demand-increasing innovations. Although Mr. Brozen recognizes the differ- 
ence, he appears to be mainly concerned with the former and introduces the 
latter rather tangentially when he is discussing the legal or market limita- 
tions upon a firm’s ability to reinvest its profits i in ways which primarily in- 
crease the scale of operations. Then again in his conclusions he discusses 
briefly demand-increasing innovations. Since such innovations as the develop- 
ment of new products and the improvement in the quality of old commodities 
have different effects on the market structure than do cost-reducing innova- 
tions, and since in the broad sweep of the past several centuries the former 
appear to have played a major (if not the most important) role in bringing 
about the spectacular increases in the standard of living, it would seem de- 
sirable to analyze the factors conditioning the rate of invention, innovation, 
„and diffusion of demand-increasing techniques just as fully as the factors 
affecting cost-reducing techniques. Furthermore, it appears that many of the 
major advances in technology have been of both types (for example, bottle 
blowing machines resulted in both reductions in cost and also improvements 
in quality of output) or at least have occurred amid a cluster of innovations 
which included examples of. each. 

My second major comment relates to Mr. Brozen’s antalyai: of the market 
situation and its effects on the rate of technological change. It is clear from 
his concluding paragraphs that he places great stress on this relationship. He 
states that “innovations and imitations are more rapid in competitive markets” ` 
whereas inventions come more rapidly in noncompetitive markets. He also 
concludes that demand-increasing innovations tend to occur at a higher rate 
in imperfectly competitive markets than-in either perfectly competitive or 
monopolistic markets. In order to reconcile. these statements, one must infer 
that Mr. Brozen thinks purely cost-reducing innovations and imitations are 
quantitatively more important than hybrid or purely demand-increasing inno- 
vations. This may well be the case although some economists may be prone 
to question the conclusion on empirical grounds. The point of my comment 
is that Mr. Brozen nowhere presents an-adequate analysis to support his 
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conclusions. In the first part of his paper on the rate of diffusion a short 
paragraph sets up a specialized case under perfect competition, but even 
here some of the assumptions must be inferred. Although I am inclined to 
agree with his conclusion that the rate of diffusion of cost-reducing techniques | 
' tends to be greater in -a perfectly competitive market than in those where | 
gross imperfections exist, I do not think he adequately demonstrates the 
point. Would not “expected” variable costs and “expected” average costs be . 
more significant than actual costs? If so, there are many factors influencing 
these expectations which Mr. Brozen fails to take into account. His analysis 
of the role of the market situation on the rate of innovation and invention is 
even more sketchy than his analysis pertaining to the rate of imitation. 

I realize that the speaker could not possibly have dealt with these matters. 
- adequately within the time limits set for him, so the two comments I have: 
made thus far should be considered as suggestions for a.more detailed exposi- 
` tion rather than criticisms of his paper. The remainder of my comments can — 
be briefly stated. They reflect my predilection to emphasize certain factors 
_ in his analysis more than others rather than suggest possible areas where his 
analysis should be expanded. 


Economic historians, among others, have always been struck by the co- 


existence in the same industry of both backward and advanced techniques in 
the same resource and market pattern. I think: Mr. Brozen is logically con- 
sistent in his analysis of the situation in which there is (1) a great disconti- 
_ nuity between handicraft and power-driven techniques, (2) one dominant 
industry in an area, and- (3) a ratio of labor to capital supply which falls 
between the maximum ratio for handicraft and the minimum ratio: for ma- 
chine production. But I doubt, in view of the existing mobility of capital . 
between industries and areas of one country, whether this sort of situation is 


-< very important in reality. The coexistence of both backward and advanced 


techniques which does exist in many industries is probably due to gross im-- 
. perfections in competition. Handicraft -and simple machine methods were still 
- in use in American glassmaking after complicated and very expensive auto- 
matic machines made their appearance. This situation was due to “live and 
- let live” policies adopted by the companies using the' advanced techniques, 


` by the preference of skilled glassworkers to cut their wages rather than shift 


to other industries or give up their skills, and by the “small order” character 
` of demand for certain types of glass containers. 

Again, I am more inclined to emphasize the freedom of entry into an in- 
' dustry of new ideas, new managerial blood, and new entrepreneurial talent 
as an iniportant factor affecting the rate of invention and innovation (and — 
even of diffusion) than I am the freedom of entry of new firms. Professor 
C. E. Ayres in his Theory of Economic Progress has emphasized the role of 
the “amateur” in this respect. Mr. Brozen, of course, has not been unaware 
of the importance of free entry of inventive and innovating talent; he simply 
‘does not appear to accord it as much weight as I would. Similarly, i in regard © 
‘to the relationship of capital supplies and the rate of innovation, I would 
emphasize such socioeconomic factors as the competitive spirit, the willing- 
ness of capitalists to assume risks, and the attitude of businessmen toward 
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innovation rather than the absolute undan or scarcity òf new apal. 

If old capital in an industry yields zero or near-zero returns, new capital may 

still be forthcoming if it is likely that an innovation will yield substantial 

~ returns on the new investment and if capitalists are willing to assume the 

risks entailed in a new venture. - 

I suppose that all economic historians have been impressed with the shift 

of technological leadership from one country to another. Veblen in his Zm- 

 perial Germany and the Industrial Revolution suggested that Germany was 

able to assume the leadership in the second half of the nineteenth century be- 

cause other more advanced countries had become enmeshed in the- vast 

amount of “sunk” capital in their old pioneering industries, in what he con- 

ceived as a stultifying overlay of technologically useless institutions, and in 

-the emergence of a leisure class.. These matters have not escaped Mr. Brozen’s 

attention, but one may hope that he will at some future date subject such 
socioeconomic factors to an extensive, systematic investigation. 

Finally, I would like to suggest that Mr. Brozen’s analysis of the optimum 

rate of development of technological possibilities is basically a theory and 

. justification of knowledge. If there is any area in human experience where 

the application of economic techniques and evaluations is misleading and 

dangerous, I believe it is here in this sphere. 


GOVERNMENT: ACTION OR PRIVATE ENTERPRISE 
l _IN RIVER VALLEY DEVELOPMENT 


A DESIRABLE NATIONAL. WATER POLICY 


By W. W. HORNER 
Horner & Shifrin vats 


At the instance of the American Society of Civil Engineers, the En-. 
gineers Joint Council, which is!the co-ordinating body for the fivè na- 
tional engineering societies, in August, 1947, “took steps to institute 
the creation of a National Water Policy Commission charged with the 
investigation and reporting—among other things—upon the several 
elements affecting the orderly and economical development of the water 
resources of the country.” 

In 1948 the National Water’ Conservation Conference presented a 
memorandum to the Hoover Commission which stated in part: 


The necessity for comprehensive, basin-wide development of the water resource is now 
fully recognized, -This objective, however, cannot be attained in all cases without the 
guidance of clearly defined policies, principles and procedures, established by the Congress. 

There is today no clearly defined National water policy. This situation is recognized 
in Congress, and is fully understood by those who have occasion to deal with the subject. 

Water conservation, utilization and control is carried on today by various Federal 
agencies, under regulations and laws adopted at various times, which are not adequately 
integrated. Often action by Congress has been prompted by expediency, and by unrelated 
public demand from various parts of the country. The body of law regulating the activities 
of Federal agencies. in the water field has grown up like “Topsy.” The nation in this im- 
portant endeavor has in the past proceeded, and at the present time continues to proceed 
ina haphazard way. . 


In 1948 the report of the Policy Committee of the ee Water 
Works Association used similar language, and added: 


There are competitive interests involved fn the development of water resources, hete 
are variable plans for development, conflicting financial methods which might be applied, 
and in some very important areas insufficient water to go around. There are great net- 
_ works of interstate streams, representing in their watershed interests a very, large part 
of the entire United States. l 

When to these complications are added the competitive interests and jealousies of indi- 
vidual states—and, at times; of parts of the same state—and of various Federal agencies,. 
the result is a situation of conflict which has been brewing for well over a century. ' 

Some anomalous conditions are created by the participation of distinguished Senators and 
members of the House of Representatives- in certain powerful voluntary groups. It is 
one of the few instances, in the determination of the national. policy, where members of 
Congress sit on both sides of the fence. 


During several years past, the Bureau of the Budget has been at-. 
_tempting to review the economic justification of water resources proj- 


ects proposed for appropriation. Apparently it was finding increasing 
difficulty in discerning any well-defined policy which might guide its 
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action. It is possible that the public expressions such as I have quoted 
above may have been a factor in strengthening the Bureau’s convic- 
tion that a complete revision of national water policy was needed. It 
is understood to have been at instance of the Bureau that President 
Truman, by Executive Order of January 3, 1950, set up a temporary 
Water Resources Policy Commission. In. his letter to the chairman of 
that Commission occur the following statements: 


On several occasions, during the recent session of Congress, I called attention to the 
need for developing a consistent and comprehensive policy with regard to our whole 
water resources program. In many cases, piece-meal or partial approaches to a problem as 
broad as water resources development tend to confuse, rather than clarify, many of the 
basic, underlying issues. It is essential in my judgment that a comprehensive study and - 
review be made of all existing water resources legislation and policies, and that recom- 
mendations be made in the full knowledge of national needs and objectives: 

The Federal, Government already has a substantial investment in existing water resources 
improvements; in recent years we have been adding to this investment at a rate of more 
than $1 billion annually, These facts alone make it imperative that individual projects be 
properly related to the total water resources program, that they be undertaken in logical 
and orderly sequence and that they be scheduled to conform to fiscal and other national 
considerations. It is even more important, however, that the policies underlying these 
programs be soundly conceived in terms of national needs and objectives, and that they 
are adopted in the light of our goal of a stable and expanding national economy. 


In response to the invitation by the President’s Temporary Com- 
mission, the Engineers Joint Council prepared and, in June, 1950, filed 
with it a “Statement of Desirable Policy with Respect to the Conserva- 
tion, Development and Use of the National Water ~Resources.” 
Throughout this statement, desirable policy is closely related to eco- 
nomic considerations. My presentation herein generally follows the 
findings of the statement. 

Within the policy field there are at least four major economic ques- 
tions as follows: economic considerations involved in the justification 
of individual projects. of programs; those involved in the matter of 
priority of undertakings; the economic equity between the interest of 
the nation’s taxpayers and those of the direct or discernible bene- 
ficiaries; the relation of the-rate of investment of the national income. 
in water resources development to other factors of the national econ- 
omy. We will find these and other economic questions involved in the 
material which follows and which is quoted from. the Engineers Council 
document: : 


Certain fundamental axioms, simple in character but profound in impact, provide gen- 
eral criteria for considering national water policy. These axioms may be reduced to two 
statements: (1) that public money is limited in availability and (2) that many public 
needs, such as water, highways, schools, hospitals, etc., compete for public money. 

In the last 20 years, national, state and local water development has reached a level 
where it represents billions of dollars of expenditure annually instead of the millions per 
year of the period prior to 1930. With the advent of multiple purpose development, and 
other fundamental changes in national policy, undertakings have increased in size, com- 
plexity, geographic distribution and functional competition. 

Today no single part of the country is in such undeveloped or overdeveloped state. 


282 23 AMERICAN ECONOMIC ASSOCIATION =. * 


\ 


from the water resources standpoint, as to require neither thoughtful preparation and | 


` planning, nor equally thoughtful translation into action. If water functions have increased 


in numbers and in geographical distribution, the number of Federal agencies necessarily 
involved historically in these developments likewise have grown. As these have risen in 
stature, their overlapping functions have become increasingly striking, and their compe-, 
titions have become impressively expensive. 

It is well to state at the outset that placing the responsibility for the chaotic situation 
in which the country now finds itself is neither simple nor fruitful. This is particularly 
true in view of the fact that no inconsiderable part of the difficulty which the country 
now faces is largely due to Congressional action and directive, by which Federal agencies 
- are. both bound and, involved. It is likewise true that animadversions against one or 
another of the two principal political parties bear equally little fruit, When authorization 
and appropriations for major water resources development good and bad, leave thé Federal- 
Congress, it is striking to note, as recently as 1950, that both political parties respond ' 
almost unanimously to pressure and trading. 

Conservation and control of the waters Si the United States are in the national interest, 
but not necessarily a function of the Federal Government. On the contrary, that which 
can be done by the individual should be done by him, and that which requires collective 
action should be done at the lowest governmental level practicable. The Federal Govern- 
ment should engage in the conservation and control of waters only when the collective 
action of all of_the people of the nation is mn of the for accomplishment of the objectives. 

Such collective action, through the medium of Federal Government, is justified for . 
only two purposes. 

First, to do those things which are essential to the national defense or otherwise of 
substantial benefit to all of the people throughout the nation; and 

Second, to aid in the financing of the cost of construction of works for the benefit of 
a limited. number of people, on terms equitable to all other citizens of the nation. 

-. In the discharge of the first function the Federal Government is acting as trustee in 
the disbursement of tax revenues on a non-reimbursable basis for the géneral benefit. It 
follows that such expenditures should be made for those purposes which will produce the 
greatest benefits to the nation as a whole, This responsibility goes far beyond any deter- 
l ergs of feasibility ; it requires a determination of what. is best, not merely what is 
good. > 
In its eehormaics of the second function the Federal Government 1 is basically acting 
as a banker responsible for the soundness of his loans. It is fundamental to this function 
that such loans should be repaid with interest. 

It is also fundamental to this function that those = benefit directly iroi the con- 
struction of such works for the conservation and control of water should repay all costs 
‘properly allocable to the production of such benefits; furthermore, where indirect benefits 
will accrue to a region in greater degree than to the nation as a whole, the people in 
that region should repay a like proportion of all costs not allocable to production of . 
direct benefits. 

.’ All non-reimbursable expenditures and all subsidies, regardless of' the source of pay- ` 
ment,- should be considered as being for the general benefit, and should’ be compared 


`- with the benefits which could be derived from the expenditure of like sums for any other ` 


. Purpose and at any other location. Only such portions of the total cost as will actually be, 
repaid with interest by beneficiaries can properly. be excluded from the test of comparison. 

In computing the costs of Federal water developments for determining economic justifi- 
cations or for any other purpose, there should be included amounts equivalent to the 
taxes which would have to be paid were the lands, physical improvements and business, 
if any, not exempt from taxation, whether Federal, State or local. 

There is pressing need for ascertaining the costs of fulfilling the respective functions of 
a Federal multi-purpose water development. Distribution of costs in proportion to benefits 
is improper for the purpose. For application generally and uniformly among Federal 

eonia in apportioning the costs of jointly-used facilities, the Proportionate-Use-of- 
' sopann Method is recommended. - 

or determining project justification, there should be established criteria which are 

applicable to all functions of such development and to all Federal agencies concerned. 

So far as practicable, Federal water projects should be self-supporting. 

The present rate of planning and Congressionally authorizing water resources develop- 
ments is excessive and economically unsound. , 

As to new projects, in -general there should be no further authorization until uniform 
national policy has’ been adopted. 
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Domestic oa Industrial Water Supply: 


The use of water resources for domestic and industrial purposes is believed to be the 
. highest and best use. Without adequate water TPES. properly safeguarded against pollu- 
tion, urban life-cannot exist. 
~ Although nation-wide 'in developmen nede and industrial water nel present — 
essentially local community problems. Of the 13,000 public water supply systems serving 
85,000,000 people in the United States with approximately 15,000,000,000° gallons of 
water per day, nearly all are intra-state. Only a few have interstate problems, and a very 
limited number are concerned with more than two states. 
Urban or private industrial water. supplies should accordingly be built and paid for 
_ by those using the service. The cost of water from public supplies, oe is usually less _ 
than 2¢ per capita per day, is within the economic reach of all. 


i 
‘ 
` 


I want to interpolate here that we. have seen proposals by Federal 

agencies for projects which are 90 per cent domestic and industrial 

. water supply. The present theory seems to be that they are properly 

, federal projects if they contain 2 or 3 per cent of flood control or 
‘teclamation benefits. Quoting again: 


Contrary to general public belief, there is no experience basis for the fear that the 
availability of water resources, surface or underground, is declining. Shortage of water 
is neither universal nor increasing. Synchronization of development of and use, on occa- 
sion, has been inadequate. Declining, underground water levels prevail in some areas, 
with excessive ground water rises in others. On a national scale, however, there is little 
evidence to. support the prophets of doom in the water resources field. Intelligent ` hus- 
banding and allocation are the keys to the future. 


Flood Control: 


Flood Control is of. vital concern’ bak to Federal and local TTA It should be 
effected by- cooperative efforts between them. It should not be the sole concern of the 
Federal government. 

The policy of Federal partipatión in flood control should be based on the dutie 
principle that the cost of providing flood control should be borne proportionally by those’ - 
benefited therefrom. Therefore, Federal interests should contribute, the same as others, 
„and no more than their share of such cost ‘commensurate with the benefits they rceive. 

The Federal government, wherever necessary or expedient, might make loans to local 
interests for development by them of an entire flood control project ' or for that portion 
of the cost thereof which Federal interests. are. not justified in assuming; or it might 
construct such projects in their entirety on a prorated reimbursable basis, with Federal 
aid commensurate with the national benefit. 

The development of means for holding soil in place on watersheds and particularly on 
agricultural lands is of-vital concern not only to the Federal government, but more par- 
ticularly to local interests zepresented by soil conservation districts organized under state 
laws. 


. On tillable land of such topography that soil is likely to be carried - 
away through erosion by wind and rain, the benefits of withholding 
the ‘soil, to the owner, are so’ obvious as to require no proof; hence 
there can be no justification for “incentive payménts” to landowners” 

for such soil conservation measures. 


The T for all soil conservation measures should be sustained utilitarian usage, 
and not for the primary purpose of flood flow retardation. Flow retardation should be 
regarded as a by-product of national value, and as such might justify federal aid (but 
-on the basis pe relative benefits, such aid would be a small part of the cost). 


In my opinion’ the broad language of the 1936 Flood Control Act 
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and the resulting interpretations of it appear to be one of the principal 
causes of ‘the present policy confusion. 

‘The Act declared flood control to be a sation responsibility; that 
-projects under it ‘are justified whenever ‘the benefits to whomsoever 
’ they may accrue exceed the cost; and they require due consideration | 
of hydroelectric power, water supply, fish and — and recrea- 
tional uses. . 

‘Out of consideration of hydroelectric power we have come to have 
flood control and navigation projects which are 90 per cent or more 
. power projects. =. st ' 

Out of “benefits to whomsoever they may accrùe” which exceed the 
cost there are examples of proposals for which as much as 40 per cent - 
of the accounted for benefits consist of alleged recreational and: wild- 
life values, generally of local or regional significance, or of accounted 
` for “enhancement. of value” of private property, over and on ne 
value'of flood damages abated. _ 

The language of the Act is open to Si interpretations, ‘and Con- 
gress in its project authorization APpTOVAIS has given some of them 
tacit endorsement. i 

“I, for one, doubt that the Congress which passed this Act. realized 
that it was providing for local recreation at federal cost or was justify- - 
ing the expenditure of the federal CADES dollars to enhance the f 
value of private property. ’ 


` Inland Water Transportation: 


The inland water ways of the United States, if converted to one continuous, channel, 


would extend around the world and would include 480, locks and dams and 270 harbors 
along the way. 


A number of inland water ways: pajek are in existence today that are completely i 
devoid of any justification. Certain-of these have virtually been abandoned, while others 
‘have never generated the traffic anticipated. 

We believe that no new artificial toll-free canals should be constructed and that study 
should be given to the practicability of levying charges upon the users of other types of 
navigational improvements. This study should be undertaken as part of a program of 
_ general discontinuance of public subsidies. 
` The use of, inland. waterways, as a regulatory agency, to force reductions in rates on 
land carriers should be abandoned. ws 


‘Land Drainage and Irrigation: 


Irrigated lands now amount to about 22,000,000 acres. Projects now under “way or 
under consideration involve: more than 13,000 000 acres of reclamation and nearly 
8,000,000 acres of supplemental irrigation. The most economical projects have already 
been undertaken. ° 
. There is a progressive trend toward shifting ‘the entire burden onto those who bear 
the expense of government through taxation, Unless the development of the water re- 
sources of the United States is to be permitted to degenerate into the diversion of the 
national income for the benefit of particular regions or classes of people, and for political 

iency, there must be a reversal of the present trend ` 

Reliable sources indicate there are 97 million acres of wet swampy and overflowed 
lands in the United States, not in organized drainage eee: of which 20 million acres 
could be drained at a reasonable cost. 
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Alou an extension of Federal participation to this field is not considered desirable, 
nevertheless, when the direct benefits can readily amortize the project, there is no reason 
why such participation is not- a sound. national policy in those cases where the indirect 
benefit greatly exceeds the Federal contribution necessary to the execution of this: project, 
but, in no case, should a drainage project be approved if the cost per. acre is greater than 
the value of productive land similarly situated. 

The expected continuation of present trends toward higher productivity of land now 
under cultivation can provide food and fibre for the ed population growth, and 
improvement in national diet. Demonstration of need should be the first step in the deter- 
ATR of the economic justification ‘of national expenditures to put .new land under 

tivation. 


No future projects for the reclamation of land for agriculture, by drainage or otherwise, 
should be deemed economically feasible unless and until such needs shall have been clearly 
erra e reclamation through drainage and irrigation are not deteriorating and 
should be regarded as a useful reserve for future needs, 

Hydroelectric Power. After reviewing Engineers Councils state- 
ment on hydroelectric power, I am offering my personal summary. 

Congress has never stated a national power policy. Present programs 
rest largely on implications and interpretations of the Flood Control 
and Reclamation Acts and on confirmation implied in Congressional 
approval of projects under these Acts. Few citizens realize that the 
power programs under these Acts have reached a magnitude of many 
times that under the TVA development. 

There is unquestionably a real need for the expansion of power pro- 
duction. Many feasible hydroelectric projects are of such magnitude 
as to probably preclude their development under private financing. 

Probably many of the power projects complete or under construc- 
tion under the Flood Control and Reclamation Acts are economically 
justified and could readily be made self-liquidating. One possible ap- 
proach to a sound economic policy in this field might be the statement 
by Congress of an outright policy for federal power production, the 
setting up of an agency to direct the program, with the financing based 
on prospective revenue, through federal credit outside the federal 
budget. Such a direct approach would avoid some of the present queer 
practices, as, for example, where a part of the revenue from sound 
power projects may, under multipurpose conditions, be diverted to the 
reclamation fund and used to provide for irrigation features not other- 
wise financially feasible; or where power income may be evaluated on 


one basis by one federal agency for project justification purposes and 


may later be marketed by another federal agency at a materially 
lower rate. 

In recent years Congress has come to a new procedure of approving 
water resources development by “basin plans.” The principle of plan- 
ning for water resources ‘development on the drainage basin unit is 
definitely desirable and sound, but for some of these plans.there has 
been an accounting showing an economic justification for the individual 
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mo included and for others, justification for the plan as a whole 
with the possibility of uneconomic elements being obscured in the sum- 
mation. With respect to some of these basin plans there has been no 
. clear-cut presentation from which economic justification could be ` 
determined. When the desirable principle of drainage basin planning 
is reduced to this situation, water policy and economic considerations 
appear to be at the point of parting company. ; 

A by-product of the basin plan device is an interoretation that all 
_ projects entering into an approved plan are thereby approved for con- 
struction by the federal government. The interpretation has been car- 

ried further by one federal agency which has argued that the Federal . 
Power Commission is ‘precluded from licensing construction of any of 

- such projects by private capital. 
- The Engineers Joint Council statement is a document of 150 pages. — 

I have held my synopsis of it to twenty minutes, to have time for a 
comment on the report of the President’s Temporary Commission. 

. This report, carrying the title, “A Water Policy for the American 
People,” was released on December 17. My copy became available on 
December 21. The report runs to 400 pages and will require very care- _ 
_ ful study for a full understanding of its implications, Engineers Joint 
Council has instructed its ninety-man task force to review the findings 
- and to prepare a public statement with respect to them. Such a review | 

may require a period of sixty days.or more. It has been possible. for 
me only to give the report a first reading, and I can give you here only 
` may personal first reactions. 

The report confirms the original Engineers counei statement in 
many respects: For example: 


There is today no single, uniform Federal Policy governing- a ae development 
_ of water and land resources. ` 

This is a time for action based on sober oonde of objectives and methods, Con- 
tinuation of present policies, or lack of them, will mean a oe waste of money and 
effort in the pursuit of conflicting goals. 
_ Although not permitted under the President’s order to make recom- ` 
mendations for over-all administration of water resources, it proposes 
that planning procedure be through drainage basin commissions. made 
up of federal agency representatives under an independent chairman 
and with advisory boards representing the interested states. Except-for 
the independent chairman, this is identical with the procedure set up by , 
. Congress in 1950 for the Arkansas Basin and for New England. ` 

The report-agrees with the Hoover Commission and with the Engi- 
neers Council statement in setting up a board of review. The duties 


of this board would be to develop improved evaluation techniques and © 


standards and to review and co-ordinate the plans of the various drain- 
age basin commissions. | 
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All federal agencies in co-operation with the states are to review all 


existing plans and programs. No new projects are to be put under con- ` 


struction until confirmed by such review. The board of review is to 
develop a six-year program of confirmed projects, with the annual pro- 
gram to be adjusted somehow to national economic levels. 

Many of the recommendations closely parallel those of the Engineers 
Council, as for example that public water supply remain a local respon- 
sibility and that ascertainable direct dollar benefits become reimbursa- 
ble to the federal government. It is suggested that this may be done by 
agreement with the states through the levying of taxes or assessments. 
Tolls are to be levied on inland waterways, but only as a part of a new 
‘ national transportation policy. 

Evaluation procedure and principles are to be the same for al func- 
_ tional features of programs. 

It is proposed that irrigation and public power be iyoni ‘arid that 

a pre-essential to irrigation undertakings be a finding by the Depart- 


ment of Agriculture of a need for additional productive land, after a | 


full consideration of the increase in rate of production on existing 
lands. However, when undertaken, such irrigation projects are assumed 
to be justified by a national benefit, the cost—less reimbursement from 
the farmers on an ability-to-pay basis—being chargeable to the federal 
taxpayers. While weight is to be given to the comparative cost of alter- 
nate projects for new lands, other safeguards would seem to. be 
needed against uneconomic undertakings. In the fields of -hydroelectric 
power and of project evaluation, the Engineers Council and the Tem- 
porary Commission are far apart: 

With relation to hydroelectric power, the report proposes to daniy 
the situation with a flat statement for the first time of a specific policy. 
The recommended policy would make full development of the remaining 
hydroelectric power potential a major responsibility of the federal gov- 


ernment, and in the future licenses for nonfederal development would. 


be issued only with the joint consent of the federal agencies. 

- With respect to the evaluation of projects, the report makes a strong 
recommendation for clear-cut accounting of costs and of those benefits 
which can be appraised in dollar values, this appraisal to include sec- 
ondary benefits so as to provide an approximation of the total result- 
ing increase in national income. This seems to provide for a material 
judgment factor, but in addition, if on this showing. the benefits are 
less than the cost, the basin commissions may make a statement indicat- 
_ Ing that essential benefits important to the general ‘welfare are of suff- 
cient additional value to warrant construction. The political economic 


philosophy of the Commission may be indicated in the following state- p 


_ ments: 


~ 


288 AMERICAN ECONOMIC ASSOCIATION PE. 


The Commission is convinced that the measurement of direct benefits and costs in: 


' dollars is a basically useful tool in program evaluation and project selection, but that it’ 
` must be supplemented by other measures if sound decisions are to be reached in the public 


. interest. 

» The assured permanence of our resources base would strengthen the foundations: of our 
` culture, institutions, and way of life. Improved productivity could relieve poverty, mal- 

v. nutrition, and insecurity among low-income groups, A widespread sense of well-being, 


hopefulness, confidence in the essential soundness of existing institutions could be achieved, 


along with a sense of responsible participation. These are social values of the highest order. 
Enough is known to support the judgment that the social values inherent in our water 
‘resources are immense and vital to the well-being of the nation. 

- Increasingly, as the Government has undertaken large investments for public purposes 
rather than simply to' serve private purposes not fulfilled by private capital, the principle 
of full reimbursement has ceased to be useful or necessary. The Government has come to 
be recognized as an agency for social and economic action which need not follow the 
rules of the private capital market in order to obtain the necessary capitel or to make 
investment decisions. , , 


- 


GOVERNMENT ACTION AND PRIVATE ENTERPRISE IN 
RIVER VALLEY DEVELOPMENT: A PUBLIC ` 
ADMINISTRATOR'S VIEW 


By PauL J. RAVER 
Bonneville Power Administration 


: The assigned subject for this discussion is, “Government -Action or 
Private Enterprise in River Valley Development.” The word “or” in 
_ the title implies an alternative of one or the other. I do not agree that 
river valley development in this country is predicated on any such 
assumption. I know it is not so predicated in the Columbia valley. The 
Bonneville Project Act is not so predicated. My administration of that 
Act has been and is diametrically opposed to such an-assumption. 

Indeed, our, democratic system of government is founded on the 
basic philosophy that government, where it can properly do so, should 
help make the free private enterprise system work. 

_ Consequently, the title of my paper changes the “or” to “and”; thus 

indicating the government program in the Columbia River basin is 
designed to work with the private enterprise system in expanding the 
-region’s economy. Our record demonstrates clearly that this is exactly 
what it has done and will continue to do if permitted to proceed. 

For the purposes of this discussion I will confine my remarks on river 
valley development to my own experience as Administrator of the 
Bonneville Power Administration, which has the responsibility for 
marketing the power generated at Bonneville and Grand Coulee dams 
as well as from all future federal projects in the Pacific Northwest. In 
many ways the economic problems we face in river development in the 
Pacific Northwest are unique because of the character of the river or 
the structure of the economy and resources of the region. It is upon 
the basis of these unique characteristics that I should like to explore 
the premise that the federal government must assume the major role 
in developmental responsibility. 

The Pacific Northwest, which includes Idaho, Oregon, Washington, 
_ and western Montana, contains 9 per cent of the land area of Conti- 
_ nental United, States, but its 1950 population is only 3 per cent of the 
national total. Nearly two-thirds of the residents live west of the Cas- 

cade mountains. - 

_ The Cascades divide the region into a humid west and a semiarid and 
arid plateau to the east. The eastern portion is devoted largely to agri- 
culture, while forests covering much of the area west of the Cascades 


have, for more than half a century, provided the base for most manu- 
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facturing in the region, Over half of the region’ s production workers in 

manufactures in 1947 were occupied -in various forest products indus-. 

tries. - 

In the snow-laden Rockies that form the eastern boundary of the 
region, the Columbia: River rises and begins its more than a thousand- ' 
mile flow to the sea. The Columbia River and its tributaries account 
for about 40 per cent of the potential hydroelectric power of the nation. _ 

Power from the river provides the only large expandable energy base 
in the region. We have practically no oil or natural gas and only a 
small amount of coal. In the past, industry depended principally on 
wood wastes for its fuel, but this energy base is declining with increased 
use of logs and wastes for other purposes. More and more, hydro- 

electric power is becoming the energy source for industrial expansion. ` 
In 1947 manufactures in the Pacific Northwest: required 20 kilowatt- 
hours a man-hour while the national average was only 6 kilowatt-hours. 

Until the thirties, the vast resources of the Columbia, River were 
little used for either power or irrigation. By 1935 only 13⁄4 million 
kilowatts of generating capacity had been installed in the Pacific North- 

'west-—only 20,000 kilowatts by the federal government. , | 

With construction of Bonneville and Grand Coulee, the installed 

: hydroelectric capacity of the region doubled and the federal government 

. became the major supplier. Bonneville was built and is operated by the 
- U. S. Corps of Engineers as a combination navigation and power: 

project. The last generator installation was completed in December, 

1943, making an installed capacity of 520,000 kilowatts. Grand Coulee 
was built and is operated by the U. S. Bureau of Reclamation as a com- 
bination irrigation and power project designed to produce 2 million 
kilowatts and irrigate one. million acres of arid land. The eighteenth 

and last generator will be installed in 1951. 

' With these two large federal power projects, electric utility systems _ 
_ began looking to the federal government for their needs. In 1949 the 
_. federal plants produced nearly 14 billion kilowatt-hours, or 58 per cent 

of the 23.5 billion kilowatt-hours supplied the region. 

' Economically speaking, the Bonneville Power Administration, m 
constructs and operates transmission lines, substations, . and other | 
facilities to bring the power to the load centers, is unique in that it is 
the major supplier of the only indigenous energy base of the Pacific 
Northwest capable of being expanded to meet the needs of the region. 
Utilities, both privately and publicly’ owned, as well as industry, are 
looking to the federal-government to develop low cost Columbia River 

\ hydro power to satisfy their increasing electric energy requirements. 

Compulsion for federal rather than private development of the Co- . 
Jumbia: River has been predominantly economic; not political. Here are 


r 


* 
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the basic economic factors which have shaped and are shaping. Colum- 


~ bia River development. 


First, best interests of the region require that the river be developed 


for all its uses. This is not an assertive statement. of my own. The re- | 


gion generally accepts this notion; although the people seldom express 
it in this simple, positive fashion, it adds up to the primary economic 
factor that no one dares not to “develop the river for all its uses.” 

_ A second economic factor, basic to Columbia River development, is 
primarily evident to power technicians: There is a large increment of: 


benefit obtainable through integrated development and integrated 


river system operation. This incremental benefit is greater than the 
sum of the benefits accruing from a sPeDiee i DycmeOs cet or piecemeal 


development. 


All major utilities in the region are inteceonnectedl| in a vast network 
known as the Northwest Power Pool. The federal transmission grid is 
the backbone of this pool, enabling operation of all projects, public — 
_ and private, on a co-ordinated basis, to obtain maximum power at the 
žowest cost. Co-ordinated operation. provides about 15 per cent more 
firm power than could be achieved from the same projects through iso- 


lated operation, Water is stored and released when it provides maximum 


benefit to the region rather than maximum value to a single project. 

Co-ordinated operation requires both control of the reservoir opera- 
tion of all projects on the river system and interconnection by trans- 
mission lines. The Hungry Horse project, now nearing completion in 
western Montana, is an example. The plant operated by itself has 
90,000 ‘kilowatts of firm power at the dam. Isolated operation wauld 
increase capabilities of downstream plants by 101,000 kilowatts through 
the release of water.from the Hungry Horse reservoir. 

With co-ordinated operation, integrating the transmission system 


. with the regional network, continuous capability at the plant is in- ` 


creased to 223,000 kilowatts and increased production in downstream 
plants to 368,000 kilowatts, or a total of 591,000 kilowatts compared 
with a total of 191,000 kilowatts for isolated operation. 
This net gain of 400,000 kilowatts of salable firm power represents 
a tremendous economic gain at relatively small added investment for 
transmission. It is doubtful if this plant would be commercially feasible | 


= as an isolated project, but operated as a part of the regional network: 


it becomes a feasible undertaking. 

The third economic factor is that ato power is virtually the only 
source of energy indigenous to the Columbia basin region. Furthermore, 
most of this energy potential is contained in the Columbia River. No l 
single state, interest, or enterprise has the abilities to develop tbis river 


` for all purposes; yet its existence and the existence. of the power 


~ 
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potential » within it are Vital to, the future economic veil being af the 
| region. _ ` / 


Pod 


vr 


The fourth ER in some ways, most important € economic factor basic — 


to Columbia River development is the fast growing importance of the 
' “electroprocess”™ industries. 

The Pacific Northwest must make jts contribution to national needs, _ 
-for expansion of the electroprocessing industries. This need is. particu- ` 
larly pressing. with the program of. building up our national defense. 
In 1939, electrochémical and electrometallic, industries consumed 14 
‘per cent ‘of all electric energy required by manufacturers in-the United 


States. During the war in 1943, these electroprocess industries used | 


27 per cent of all energy. required by manufacturing ‘establishments. 
In summary, these four basic economic factors-—multiple-purpose 
development, necessity | for integration of projects and management, de- 


‘pendence of the region upon a single energy source and the growing - 


-national importance of electroprocess industry——have thrown into the. 


hands of‘ the’ federal. government responsibility for: Columbia’ River 
development. 


There is no question that federal responsibility for this development ae 
has loomed larger and larger in the public consciousness. To a con- 
siderable degree, it is a product of the times that the outstanding aspect 
- of this development during the past fifteen years ‘has been power. Had | 
` there been no World War II, for example, it is probable that reclama- ‘ 
tion uses of ‘the river would have developed at least as fast as the | 


power uses: Defense demands for the products of electroprocess in- 
dustries, however, have dictated otherwise, and the power aspects of 
the total river program have thus far overshadowed all others. ` 

' This lack of balance in the orderly development of the Columbia 


` River program has created a number of problems, One of these in- 


volves the relationship of the federal power program on the Columbia 
River .to the operations, of privately-owned utility companies in the 


region. The Bonneville Act and other laws relating to the sale of power © 


‘from federal projects provide that publicly-owned systems and co-opera- 
tives be given preference and priority in the purchase of power. Power 


available from early reclamation, navigation, and ftood control projects i 


was small and, before 1935, was properly designated as “surplus” 
‘power. Usually this represented only a small part ofthe supply for an 
area, and none was dependent ‘upon the ee government to meet its 
existing or probable future requirements, . 

The federal government, however, is not selling surplus power in the 
Pacific Northwest in the traditional ‘sense of disposing of surplus 
property—aind after ti of it, ADE: no further ESPER E for 


f 
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l aE additional demands, for the same commodity. The govern- 
ment has developed a long-range plan for construction of multipurpose 
‘dams. In.so doing it has pre-empted the region’s most economic power 
supply. 

Under these circumstances, the preference and priority provisions 
of the Bonneville Act are tremendously more significant than where a 
surplus commodity from some aie dam is being sold by the gov- 
ernment. 

The private power companies failed until recently to understand the 
significance of this situation. 

As late as 1944, 1945, and 1946, certain utility companies—the Port- 
land General Electric Company was a notable exception—opposed 
rapid development of the Columbia River power program. “Bearish” 
forecasts of power requirements in the region were presented by these 
groups to Congressional committees responsible for providing all funds 
for the federal development program, including planning, construction, 
operation and maintenance, management, and administration. Serious 
delays in starting new dams resulted. The companies made no effort 
to build new generating supplies of their own. A power shortage de- 
veloped in the region. And the preference and priority provisions really 
began to mean something. As a result, the firm power has been ab- 
sorbed by the rapidly growing loads of the public agencies, many of 
which are rural in character with no other source of power available. 
The interruptible power is left to the private companies. The good 
fortune of favorable water conditions has thus far. prevented serious 
difficulties. 

This grievous error in strategy was not only a disservice to the people 
of the region—and, indeed, of the nation——but has turned out to be a 
disservice to the customers and investors of the private power com- 
panies that made the error. This is not a particularly bright page in 
the record of the business managed utilities. 

At the‘same time these companies were complaining bitterly that 
they could not secure long-term firm power contracts from the Bonne- 
ville Power Administrator. Without an assurance of a continuing gov- 
ernment: surplus to sell, such contracts could only have resulted in 
reversing the intent and purpose of the preference clauses of the Bonne- 
ville Act. It would have given the preference to the private companies 
and left the shortage for the public agencies to worry about. 

This failure of certain utilities and some other powerful ‘interests 
in the Northwest (including the commercial fishing group) to-realize 
the damages implicit in delaying rapid development of additional gen- 
eration—-plus the wartime development of the light metal industry— 
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. is largely responsible for the problems now faced by the private utility 
companies in the operation of the preferential clause of the Bonneville 
Act. 

- Now. the situation hag changed. The major utilities’ estimates of 
future power requirements are for the most part in agreement with 
our own. There is also general agreement in the Pacific Northwest that 
‘ the federal government should expand its generation of power as rapidly 
‘as needed and deliver thè power to the load centers over the govern- 
ment-owned transmission -grid. Thus the region looks to the govern- 
ment for its major supply. It is-not a sale of surplus concept. It is a 
public utility responsibility concept. This is in sharp contrast to the 
situation in some other river valleys—and thus makes the power prob- 
lem in the Northwest as unique as the river system that serves it. 

_ Tf the federal government meets all future power requirements of 
. the region, the basic problems relating to the preference and priority 
to public systems will cease to exist. However, the’idea that the federal 
_ government. should be responsible for meeting the major power re- 
quirements of the region is more fundamental, perhaps, than the prob- 
lem of relationships with the private utility industry. This idea of - 
responsibility is a definite departure (except for the TVA) from the 
- traditional government policy of selling only the surplus power avail- 
‘able from a government dam, giving a preference and priority to public 
agencies for that surplus, and then taking no further responsibility for 

the supply of the agencies purchasing the power. l 

The unique situation facing the federal government in the Pacific ` 
Northwest lies in the necessity of maintaining a continuing surplus 
power supply so that the requirements of all purchasers will always be 
. met. While not a governmental function in the traditional. sense, this, 
nevertheless, is a factor to be reckoned with in the Northwest where’ 
hydro is the region’s cheapest expandable energy base and yet the: 
multipurpose character of. the river control problem requires federal 
construction of the major portion of the total number of dams to be 
built. \ 

This: poses a number of major problems. One of these is securing the ` 
necessary capital in the quantities needed and at the time needed to 
provide power when needed. The federal government, with full co- 
operation of the states and local interests, is creating a large produc- 
tive enterprise in the Pacific Northwest for which the developmental 
period will: extend over some years. The investment requirements for 
those years will be well in excess of-revenues. This is typical of any 
l expanding industry during its formative years. 

By reason of the special problems of a business-type operation such 
. as the Bonneville Power Administration, requiring long-range planning 
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and large capital expenditures to meet its full utility responsibility, a 

more flexible means of fiscal financing than presently provided would 

give the commonwealth more value for its money. 

' The benefits of no enterprise, whether public or- private, can be 
measured without adequate controls on financial requirements. Con- 

trol in the case of private enterprise is exercised in part by the financ- 

ing itself. It is difficult for an unsound enterprise to raise funds. The 


‘operations of the federal Columbia River power administration over, 


: the past twelve years have clearly demonstrated the financial sounaness 
of that enterprise. 

Yet we are falling short of taking care of the region’s power aes 
despite the fact that repayments of federal investments, based on a 
maximum of fifty-year repayment: after completion of projects, are 
ahead of schedule. Repayments are from revenues after deduction of 
all operating costs, a large irrigation subsidy, and interest on the 
power investment. Only a relatively small navigation and flood con- 
- trol investment is not being repaid. Power revenues now amount to 
‘about 35 million dollars per year with a net income over require- 
ments on a cost accounting basis of-over 10 million. Power is being 
sold as rapidly as generators come on the line and revenues will expand 
. correspondingly. 

Why, then, have we not invested capital in new federal facilities 
rapidly enough to take care of demands? Federal financing alone is 
not the complete answer, since the private and public agencies also 
share in the total power supply problem. But the unique character of 
the river development problem forces one to conclude that the federal 
role is the major one and the federal Anando plan is the critical prob- 
lem to be solved. 

The program of Columbia River sowe development Toii be per- 
mitted to proceed as rapidly as the power is needed. The possibility of 
accomplishing this by modifying existing laws to permit independent 
financing of federal projects where necessary, either from the U. S. 
Treasury or private sources, to my mind is worth careful study. In 
part, the ability to finance provides its own checks and controls. Others 
might be instituted. 

To date only about 10 per cent of the hydroelectric potential of the 
Columbia River and its tributaries has been developed. In order that 
private enterprise can make its plans for expansion, some legislative 
mechanism should be-provided to develop the river on schedule. 

In addition to the problem of financing, the administrative problems 
. incidental to the management of integrated, co-ordinated development 
and operation require further careful study. 

A unified and responsible management of the Columbia River de- 
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velopment program is inevitable. As the system becomes more complex, 
efficient management, including advance planning as well as day-to-day 
operations, will become increasingly ‘difficult under existing divided 
- federal responsibility and authority. I have not attempted here to enter 
. the controversy on how this should be accomplished, ‘The formation of 
> the Columbia Basin Inter-Agency Committee was a recognition of the -- 
‘problem. It. has made some notable contributions to the development 
_ of co-ordinated planning, but as the complexity of the operating prob- 
` lems ‘increases, some legislative correctives probably will be invoked. 
The proposed Columbia Valley Administration encompassed more than 
power development but was an effort in this direction. | 
Traditionally, the role of the federal government has been to under- 
` take only those matters of public interest which local government or . 
. private enterprise is either unable or unwilling to undertake. Federal . 
development of the Columbia River, i in its main ne falls within 
‘this tradition. . 
The complexities of idee society, in specie with the eco- 
nomic factors within the basin, have brought about a government - 
proprietorship for development of. Columbia River power. However, 
_ this has not meant, nor do I believe it will mean, the development of 
. federal proprietorship ‘to the ultimate exclusion of-other public or of 
private enterprise programs. 
"Certain projects on the Columbia River system are within the ability : 
of private enterprise or,local public agencies to build and can be in- 
tegrated into the power grid ‘system, Certain others are manifestly out- 
side the interest or ability of such agencies. During the past twelve 
_ years, federal, local public, and private developments have reinforced 
each other to the ultimate benefit of the public interest. The creation 
of the federal transmission grid system has been of considerable aid to 
private enterprise ofall sorts, including the utility business. . 
A better understanding of the contractual relationship problems be- 
tween the government and public, as well as private power distributing. 
| agencies, is being worked out in the region and within the framework , 
of existing law. A long-term firm power contract with the Montana 
Power Company is a case in point. : 
I should like to close with some positive affirmations about govern- 
ment. action and private enterprise, in the development of river: basins - 
in general and the Columbia basin in particular. The capitalistic sys- 
tem flourishes under an expanding and dynamic economy. It dies under 
a contracting -or static economy. Our system has made its greatest ` 
strides by increasing productivity per man-hour, This increase ‘has 
been accomplished by mass production and the machine technique. The 
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expansion of machine production has been built on an expandable and 
cheap supply of energy in-the form of coal, oil, gas, or falling water. 

The economy of the Pacific Northwest rests primarily upon thè 
harnessing of an existing and abundant supply-of falling water. The 
role of harnessing this supply of falling water for all of its uses, includ- 
ing electric energy, has fallen in large part to the federal government 
by force of circumstances primarily economic rather than political. 
Consequently, the economic health of the region rests to a large extent 
on the federal power program. 

The federal role for power production purposes has been and is being 
shared by three agencies: the Corps of Engineers, the Bureau of Recla- 


mation, and the Bonneville Power Administration. The responsibility _ 


for regional power supply is also shared by numerous other public and 
private agencies. It probably should and doubtless will continue to be 
so shared, but in lesser proportion to the total supply as the larger 
federal projects come into the picture. 

These various roles present administrative conflicts—many of which 
have been or are being resolved. They are largely conflicts of jurisdic- 
tion, problems of home rule versus “centralized authority,” conflicts 
between local and regional interests, and the like. As a result, important 
management techniques that any private business would recognize as 
essential to financial success are being delayed. 

I belong to the school of thought that believes the government can 
and in many instances does operate proprietary or business functions 
efficiently and sticcessfully. I believe that the Bonneville Power Admin- 
istration, within the limitation of its statutory authority, i is an example 
supporting that point of view. The fact that this administration has 
maintained a basic $17.50 per kilowatt year wholesale power rate 
throughout its twelve years of operation and is currently adding some 
10 million dollars per year to its accumulated surplus of more than 
53 million, despite doubling of construction and operating costs during 
that period, is certainly one commonly accepted test of that efficiency. 

Nevertheless, I recognize the importance of “drawing the line” on 
such governmental activities in order to preserve as nearly as possible 
a truly free enterprise system. The basic problem of just where to draw 
the line between federal government, local government, and private 
utility investment responsibilities for power supply is being forged out 
in the Pacific Northwest. And it is being forged in a democratic manner 
—thus far within the framework of existing law. 

Much effort has been expended by various interests within and with- 
out the region to develop changes in the existing legal framework that 
would resolve conflicts, preserve rights, and get results in terms of an 


j 
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expanding. program of power production. So far, none of ie efforts 
has resulted in significant legislation at either federal or local levels. 
However, there are many indications that an optimistic view of the 
matter is warranted. 

There is a growing awareness of some of the basic problems, includ- 
ing those outlined in this paper. With it, there is developing a more 
widespread attitude of fairness on all sides. A common-sense solution, . 
best adapted to the economic and social welfare of the region, will, in 
- my opinion, be worked out. In the meantime, the power phases of the 
‘river development program continue to support and expand. the free 
enterprise system of the Pacific Northwest. The power program pro- 
vides a mighty arm to the nation in time of war as well as Rone 
the bellwether of prosperity in times of peace. 

. The phrase is government action and private enterprise, not govern- 
ment action or private enterprise. At least, that is 3 the way I see it in 
the Pacific Northwest. ` _ . = y 


- GOVERNMENT ACT ION OR PRIVATE ENTERPRISE . 
: IN RIVER VALLEY DEVELOPMENT: 
2 _ AN ECONOMIST’S VIEW 


By B. U; RATCHFORD 
Duke University 
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' Before we can decide intelligently on who should develop river ` 
. valleys we must first consider the nature of the work to be done. What . 


are the basic purposes of river: valley development and what are tor 
different activities involved? 

Purposes of River Valey Development. The purposes of river valley 
development projects are usually stated in such broad and sweeping 
terms that they afford little basis for economic analysis or evaluation. ` 


They can mean much or little, depending on the way they are inter- — 


preted, but ‘in any event they largely fall outside the scope ‘of conven- 
tional economic analysis, For example, the Tennessee Valley Authority 
has referred to its “responsibility. for pervasive concern about the 
natural resources of the valley region” and “an integrated approach to 
the whole complex problem of resources use.’? Again, it has said that 
its task is “tò help the people of the Tennesse Valley expand their con- 
trol-over their natural assets of waters, soil, forest, and minerals.” 

It is probably. fair to say that the major purpose of river valley de- 


' velopment is, in a broad sense, the conservation and development of 
natural_resources. This can mean many things to many people and few ` 


. would dare oppose it- as a general proposition. In economic analysis, 


however, it means little until we know the methods to be used in attain- ` 
ing this purpose and the relative importance of each method. We will . 


turn our attention to that problem i in a moment. 

In addition to the major purpose, there are undoubtedly a number 
_ of secondary or subsidiary purposes which are-important in undertak- 
ing the development of river valleys. First, is the purpose of using the 
‘projects as vehicles for pump-priming or its more modern counterpart, 
compensatory: spending. There can be little doubt that the desire to 
find suitable public works projects in 1933 helped to win support for 
the TVA. While this motive may be important at particular times, it 
is not significant generally. The expenditures of valley projects are 


not easily adjusted to the need for deficit spending, and conservation | 
policy should not be dependent on. such a temporary and fluctuating | 


guide. In particular, this consideration would not justify starting or 
expanding valley projects in times like these. 


* Annual Report, 1948, p. 39. 
* Annual Report, 1949, p: 1. 
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` Another motive implicit in some: arguments-for valley development 

. -is that of, using the expenditures to channel federal aid'into low-income 

areas or regions. In other words, the purpose is to aid backward or 

.. underdeveloped areas. Perhaps this was the logic behind TVA’s recent ` 
- Statement that “whether proceeds from TVA’s power operations are. 

‘used for, bond retirement, payments into the U, S. Treasury, or retained 

in the: power business, the net effect is to increase the Government’s > 

= equity in the TVA power system.” This is obviously an ‘argument , 

which can be used only in certain cases. It is not generally valid and ` 

it tells us nothing about the characteristics or the Sey of valley 

development as such. 

_ Still another purpose ‘may be to create an electric power system 

l which would be a yardstick to be used in measuring the efficiency and 

- profits of private companies. For a time’ this was widely heralded as 
‘one of the important purposes of TVA, but apparently it has been 

| entirely abandoned now. Whether or not it has been abandoned, ‘the 

= concept'is not a valid one, for the TVA has not submitted itself rigor- - ” 

‘ously to the conditions under which private companies must ‘operate, 
especially in respect to taxes and interest. It is open to question whether 
‘any public organization which must conduct many complex operations ` 

. can closely” imitate a ‘private company in cane on one of those 

operations. 

These secondary, subsidiary, and occasional purposes are dt usu- 

_ ally part of the nominal and professed purposes pf river valley develop- 
- ment. But in the past they have been used—and in the future they and - 
others like them may be used—to’ win support for valley projects. 
They illustrate the wide variety of. motives which may be mobilized 
for undertakings of this kind. _—-. 

Activities of River Valley Development. We may get a better under- 

standing of the real purpose of river valley development by consider- ; 
ing the activities involved. The activities usually listed include flood 
` control, irrigation, soil conservation, reforestration, and the development 
of water power and navigation. Most ‘of. these fall under the general. 
’ heading of conservation and especially the more efficient use of water 
resources. The relative importance of each is usually not indicated and 
often the more spectacular, or dramatic is emphasized without regard’ 
to its place in the order of priority. Conversely, there are other activi- 
ties which do not receive the emphasis justified by their financial i im- 
portance. 

Obviously, the Sates of activities will vary. considerably from one: 

' valley to another, but as a specific and operating example of one com- « 
bination of activities, let 1 us consider, the activities of the Tennessee 
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Valley Authority. Further, let us use gross expenses, which include de- 
preciation charges, for the fiscal year 1949 as the measure of the rela- 
tive importance of its various activities. On that basis we fnd that 
power operations represented about 57 per cent of its activities while 
the operation of chemical plants, mainly for producing fertilizer, was 
next with 26 per cent. These two activities accounted for over 83 per 
cent of the total. About half of thé remainder (7.1 per cent) was spent 
for various development programs in agriculture, forestry, minerals, 
recreation, and the like, while navigation and flood control accounted 
for about 4 per cent each." Thus, insofar as the TVA is a typical ex- 
ample, the problem largely resolves itself into the question of whether 
public or private enterprise is the more efficient in operating electric 
power plants and fertilizer factories. Together they accounted for about 
five-sixths of TVA’s expenses for 1949. | 

One further aspect needs to be cleared up before the issue can be 
stated clearly. At present both private and public agencies are engaged 
in some or all of the activities which constitute river valley develop- 
ment. Probably most of those activities are now being carried on by 
' specialized governmental agencies, Usually the question of river valley 
development is not a question of stopping any of those activities, nor 
of increasing the particular activities, such as soil conservation or- 
flood control. Rather it seems to be a question of whether governmental 
activities shall be regrouped under a more unified control and the total 
increased in relation to private activity. So the question is not merely a 
general one of public versus private action but of a particular form of 
public action. That particular form might be: an authority; an inter- 
agency committee of federal agencies; or an interstate compact. Since - 
most discussions deal with the authority, I shall limit my consideration 
to that form in the remainder of my discussion. 

Finally, two characteristics of public action are worthy of notice. 
First, practically if not legally, public action in the form of an authority 
excludes private action in many important areas. Second, a decision in 
favor of more public action is in effect irreversible, regardless of the 
results. Time does not permit any elaboration of these statements. Re- 
specting the latter, I need merely ask who would like to undertake the 
task of unscrambling TVA and putting some of its activities back into 
private hands? 

In making an economic evaluation, our problem is to decide whether, 
all things considered, public or-private action can make the more effi- 
cient use of the economic resources involved. 

It is appropriate to consider the problem first in relation to the basic 
nature of our economic system. From that point of view, the burden 
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- of proof is.on those who advocate more public action. Despite many 
exceptions, ours is still a system of private entetprise. Every relative 
increase of public economic activity restricts the scope of private enter- 
prise, reduces its command over resources, and increases its burdens. 

The Case for More Government Action. Insofar as the situation per- 
mits, let us now try to make an economic analysis of public and private: 
activity in the development of river valleys. There are certain phases ` 
of undertakings of this kind in which the government may have an - 
advantage. Most-of' the activities in this field deal with natural re- 
_ sources. In several respects, our policy of exploiting and using natural 
resources under private. ownership and management has not been the 
best. The ways in which we have, wasted and depleted our forest and - 
- soils are good examples. There is a basic and fundamental reason for 
this. In the case of natural resources the production problem is quite 
different from that. in industry. The production time-period is much 
longer and the whole pattern of activity is different. Price is not a re- 
liable guide or stimulus to production. In general there is often a 
serious conflict between the short-term interest of private owners and 
_the long-term interest of the nation as a whole. We have already recog- 
nized this fact in many of our conservation programs. It is difficult 
to be positive about the matter, but we probably had during World 
War II, and have now, a larger total generating capacity in our electri- 
cal system than we would have had without public action in the field. 
In a major emergency that is quite important, regardless of whether. 
_ the public projects were economically justified at, me time they were 
~ built. 

A second consideration in favor of more granne action is the 
need for a more integrated use of resources. As those resources, espe- 
cially water, become scarcer, there is need for more careful planning. 
Also, there is frequently duplication, friction, conflict, and competition 
between public agencies engaged in the management of these resources. 
` For example, there may be conflicts between different states or between ` 
different federal agencies, A river valley authority with sufficient 
power can reconcile many of these conflicts and produce co-ordination. - 

Finally, it may be possible for a public agency’to open up a whole 
“area of new benefits by.a positive example. Public regulation of utility 
Yates and services is necessarily negative in character. Because of this 
regulation, utilities are likely. to be conservative in undertaking experi- 
oe on rates or services. The action of the TVA in lowering electric 
- mand with such low rates. In the long run this has redounded to the 
benefit of the power companies themselves and has provided much . 
lower rates for the whole country. Yet it is doubtful that it would’ 
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have been undertaken i in such a bold fashion if the TVA had not shown 
the way. 
The ‘Case Against Public Action: The case agana further ` public 


. action rests largely upon various aspects of management. First, we’ 


must expect lower managerial efficiency in the case of public programs. 
This is true for several reasons. The men in charge are not usually 
selected on the basis of their business ability but on the basis of their 
political influence. Also, public organizations are necessarily subject 


- to various bureaucratic controls and practices which slow up action and 


reduce efficiency. Someone has referred to this as “the law of progres- 
sive ossification” which is supposed to become fully.developed in about 


ten years. Finally, river valley authorities combine under one manage- 
ment many diverse and complex activities. The top management of the 
authority must assume the responsibility for shaping policy in respect 


to those activities, thus substituting its judgment for the judgment of . 
the specialized agencies which would otherwise conduct those activi- 
ties. Further, it is an axiom in the field of management that the prob- | 
lems óf management increase much faster than the size of an organi- - 
zation—probably as the square of the size. This means greatly in- . 


creased demands upon the management of an authority. 
A second objection to further public action is the danger of “empire 
building” on.the part of public organizations. No matter how desirable 


a public action is, there is always the tendency to expand it further 


and further. In a case of this kind, where there are no adequate guides 
as to how far we should go, this becomes a very real danger. We can 
perhaps see it more clearly if we ask ourselves this question: how far 
would any valley authority expand if it were given all the funds it 
might request? 

A. third objection to further public action is the danger inherent in 
the unregulated power of an authority to set electric rates for the area 
it serves. Electric power today is of such fundamental importance that 
the structure and development of industry can be affected greatly by 
the rates charged for current. Therefore, a public authority which has 


‘the power to. establish these rates exercises a great influence over the 


types of industry which will develop in that area. Mr. Lilienthal has said 


that in the political realm the power of the TVA would be dangerous 
_in'the hands of unscrupulous persons. In the same way the economic 


power would be dangerous in the hands of those who did not realize 
its significance or who wanted to use it to promote particular ideas or 
philosophies. While we have no reason to doubt the good faith of men 
who manage such undertakings, we may question their ability to ae 


. the economic future of a large area. 
A final danger is that public organizations may succumb to the de- 
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‘lusion, as many of them have, that water transportation is sales 
_ cheaper than other forms of transportation no matter how much it 


Cai 


may cost a government to make it available. Insofar as I know, there 


` has been no demonstration that inland water. transportation in this . 


country at the present time is cheaper, all things considered, than rail 
or’ road transportation. Yet cheap water transportation is usually one 
of the major benefits pees by advocates of river valley develop- 


‘ments. 


The Net Advantage. The above are some of qe more important . 
considerations on the two sides of the question. By their nature they, 


„are broad, ‘general, and difficult to evaluate precisely. In such a short 
survey as this it is possible to do little more than enumerate. them. 
A thorough study and economic appraisal along these lines would re-; / 


quire months, if not years, of study by a competent staff of economists, 
with the assistance of specialists in various fields. So far as I can find, 
there has been no attempt at such- a study: Practically all of the eco- 


` nomic analysis has"been ‘done in narrow fields or has been done i in an 
“attempt to prove a case for or ‘against public action. | 


It would not mean much to try to strike a balance peewee the. 
broad, general, considerations on the two sides of the question as stated 
above. It is sufficient, perhaps, to indicate that there are important - 
considerations on both sides, In any particular case, if an economic 


judgment i is needed on the proposal, it would be necessary to conduct 


an intensive study along these general lines. Such a study might well 
be like many which have been made of underdeveloped countries which 


are candidates for aid from the United States or the United Nations. 


On the question of net advantage, we may, refer again to the experi- . 


vence of the TVA as the one operating organization in the field. The 


` TVA has stated that “private enterprise has prospered and’ advanced 


in the region. This is the ultimate justification for the activities of the 


Government. as represented by TVA. 8 Let us, see if we can measure 


the economic growth and “development of the region. . 
' Since most of TVA’s activities are in Tennessee and since slightly 


more than half of that state falls in.the TVA area; any pronounced `` 


effects of TVA should show. up in the state figures for Tennessee. It _ 
would be better.to use data for the specific area affected, but.such data 
for areas less than states are difficult to obtain and often of question- 


. able significance. For comparison with Tennessee I have. chosen nine 


other southern states and the United. States as a whole. The other 


- southern states are five along the Atlantic Coast—Virginia, North and 
' South Carolina, Georgia, and Florida—and four-west of the Mississippi 


River—Arkansas, Louisiana, Oklahoma, and Texas. Three of these. 
"Ibid. » D. 6. Sad . . x 
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states—Virginia, North Carolina, and Georgia—are sometimes listed 

as “Valley States,” but the proportions of their total areas included 
in the valley area are so small as to` be of little significance to the 
economic life of the states as wholes.” The time period is, wherever 
possible, the twenty years from 1929 or 1930 to 1949 or 1950. The 
TVA was in operation during more than three-fourths of this period. 
The comparisons are in terms of percentage increases between the be- 


TABLE 1 


SELECTED MEASURES OF Economic GROWTH IN TENNESSEE, IN NINE OTHER 
SOUTHERN STATES, AND IN THE UNITED STATES, 1929-50 


(Dollar Amounts in Millions, Other Amounts in Thousands) 


ABSOLUTE AMOUNTS - PER CENT INCREASE 
MEASURE ~ YEARS 9 : 9 š 
Tenn. Southern ees Tenn. Southern Ps 
States States 
- ’ Population 1930 2,617 23,884 122,775 


1950 3,282 30, 055 150, 700 25.4 25.8 22.7 


Income payments 1929 905 9,213 82,617 
1949 2,858 29,682 197,531 215.8 222.2 139.1 


Manufacturing: 
Production workers 1929 128 960 8,370 
1947 192 1,464 11,916 . 50.0 52.5 42.4 


Wages paid 1929 116 834 10,885 A 
z 1947 370 2,880 30,242 219.2 245.3 177.8 
Value added 1929 323 2,613 30,591 
. 1947 958 7,886 74,426 196.5 201.8 143.3 
AVETABEINCICASO Uo xyes ddtuuieenaaiee tes deed EDN 155.2 166.5 121.2 
3 Mfg. Series ' 
Resources of all 1929* 578 5,077 71,806 
reporting banks 1949f 2,085- 19, 887 179, 170 260.7 291.7 149.5 
Retail sales 1929 633 6,505 48,330 . 
1 2,094 21 "013 130, "527 230.8 223.0 170.1 
une 30. 1 
p ecember 31. 
urces: Bureau of the Census: Population Census (Preliminary Count by States for 1950); 


Census of Manufacturers; Census of Pennen Survey of Current Business, August 1950; Annual 
Report of the sd of the Currency 


ginning and the end of the period. Since absolute amounts were usually 
relatively low in Tennessee at the beginning, this method magnifies the 
effect of any given increase in the absolute data for that state. Table 
1 gives the data and percentage increases. 

Between 1930 and 1950, the population of Tennessee increased by 


*The percentages are: North Caro 11.2; Virginia, 8.4; and Georgia, 2.7. Herman 
Finer, The TVA Lesson for International A pplication, p. 1 n. 
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25.4. per cent. In the other nine southern states, the increase was 25.8 | 


per cent, and in the United States, 22.7 per cent. There was no signifi- 
cant difference -here. This means, among other things, that the other 
comparisons would be about the same whether oe are on a gross or 
_a per capita basis. 

Income payments had the following increases between 1929 and 


1949: Tennessee, 216 per cent; nine other southern ‘states, 222 per 


cent; and the United States, 139 per cent. To measure the increase in 
) -manufacturing between 1929 and 1947, I have used a composite of 
_ three series from the Census of Manufacturers—the number of. pro- 
_ duction workers, wages paid, and the value added by manufacture. The 


increases were: Tennessee, 155 per cent; other southern states, 166- 


per cent; and the United States, 121 per cent. These data do not 
include foures for the Oak Ridge Project. If those are included, ‘Ten- 
nessee has a little larger increase (58.2 per cent) than the other south- 
- ern states and about the same increase (248.1 pér cent) in wages paid. 
Naturally, no data-are available for value added at Oak Ridge; so no 
-composite figure for manufacturing can be computed. Between 1929 
and 1949, total resources of all reporting banks showed an increase of 
261 per cent in Tennessee, 292 per cent in the other southern states, 
and 149 per cent in the United States. In retail sales, between 1929 and 
1948, Tennessee had an increase of 231 per cent, other southern states, 
223 per cent, and the United States, 170-per cent. 
~ The behavior of all these series shows a striking similarity. In each 


_ case except retail sales Tennessee had a much larger increase than the | 


` United States as a whole but a slightly smaller increase than the nine 

other southern states. The uniformity. with which this pattern appears 
‘lends added significance to the comparison. The only other exception to 
= this pattern in the series of data which came to my attention occurred 
in the data for receipts from farm marketing, which is a subdivision of 
income payments. In that series, Tennessee showed a slightly larger 
increase than the other southern states between 1929 and 1949. The 
' difference was about 5 per cent. ` 


If we give equal weight to each of the five major series and compute . 


aad m 


an average, we get an index number (1929-30 = 100) of 278 for Ten- - 


nessee, 286 for the other.southern states, and 221 for the United States. 
There is nothing in these figures to indicate that the TVA has been a 


‘major factor in affecting the economic activity of the state in which. 


_, most of its activities have been centered. Over the past twenty years 
the South as a region has, in nearly all lines of economic activity, 
made substantially larger gains than the rest of the country. Tennessee 
has gone along fairly well g that trend, being ahead-of some states 

‘ and behind others. | 


DISCUSSION 
. JosePm S. TETS These comments fall naturally into ie parts: - 


~ first, somé preliminary remarks upon the general problem under discussion; 


~ 


second, some observations with respect to a series of points raised by one or 
more of the principal papers; and third, a brief examination of Professor 


Ratchford’s analysis of the economic impact of TVA upon the Tennessee - 
Valley area, 


‘It is clear that the “eben of river valley development i ig eminently ain 


_ inevitably a problem of “political” economy. Because of this political aspect, 
‘it is natural that individual attitudes toward the questions involved should 


vary widely. If we are to have any prospect of pushing forward our common 
understanding, it is essential that we define precisely our objectives and the 
means that we are considering for achieving them. With Professor Ratchford, 


.I think it is well at the outset to put to the side valley development as an 


employment and income stabilization device. If such were the purpose, then, 
in general, other public spending programs would give greater promise of 
eliciting the desired result. Rather, I would suggest that river development is 
(or at least should be) one phase of a public conservation policy aimed at 
preserving and expanding the productive resources of the economy at large. 
I believe that the speakers would generally agree with this proposition 


(though, no doubt, all would also recognize the difficulty of giving either 
' theoretical or practical content to the concept of ideal conservation policy). 


As for the means of government (as well as perhaps private) action in river 


- valley development, no single simple formulation is possible. Any discussion 
must proceed on the basis of certain assumptions, best made explicit, as to’ 


such questions as the level of government which would carry out the develop- 


ment, the kind of administrative organization that would be employed, and ° 


the scope of constitutional powers available to back up proposed public action. 
A resolution of the policy issue of desirable government action in river 
valley development is not to be found in terms of easy generalities. Rather, 


` it must be sought in the light of the economic character (and perhaps social 


. environment) of the particular valley involved, the past and prospective future 


performance of private interests in marshaling the valley’s resources, the pos- 
sible availability of indirect approaches by which governmental influence 
might also bé exerted to foster more effective resource utilization, and the 


_ nature of the particular program of direct government action under considera- 


` tion. More than this, as Mr. Horner has emphasized, there must be a con- 


tinuing awareness of the eternal economic problem of limited resources’ avail- 


able for application to an endless number of alternative possible uses, Dr.. 
Raver has said that the issue should not be drawn in black and white as be- - 


tween governmental or private river valley development. I would add that the 
indicated kind and degree of ‘governmental and private ‘participation should 


' vary as among different valleys depending upon the particular circumstances 


ae 


of each case. 
Let us turn now to some more specific obsenvations: 


I ages with Mr. Horer that the recent and continuing rate of a in- — 
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vestment in water resource improvements—with the steady accompanying 
increase in installed capacity of public power plants—is a significant eco- 
nomic phenomenon which warrants careful planning and analysis, There is 
no economic justification——and I suspect no other justification—for present .~ 
‘diversity of practice in appraising project feasibility. The recommendations 
~of the Cooke Commission locking to uniformity of procedure for project 
- analysis among the several federal agencies interested in water resources are 
of urgent importance. If adopted, they should greatly facilitate the review of 
agency requests for funds by the Bureau of Budget and the Congress:-I wonder 
if they would not make unnecessary the ‘proposed superboard: of review— 
unless that board should have greater long-term paning responsibility than 
. has been indicated. 
`,- It seems to me that on the question of the reii criterion, . Mr. 
Hore. is caught in a dilemma. As an engineer he seeks in this criterion an 
objective measure of economic justification. Yet he is reluctant, to include in 
benefit summations consideration of such factors as recreational. advantages 
or benefits to wildlife although in some cases these advantages, on a level of 
federal significance, have proved to be very real. It may be that Mr. Horner’s 
hesitance is explained by the uncertainty of these benefits. But I wonder 
- whether it does not really spring from his unconscious adherence to the propo- 
sition of the Cooke Commission from which he believes he’ dissents; namely, 
that however useful benefit-cost ratios may be as preliminary guides to public 
action, final decisions. must be made in the light of total social policy. 
‘The principal papers agree that government action should be ‘undertaken / 
only when ‘private action will not do an adequate job of river valley develop- 
ment and that where government action is taken, it should be at the lowest 
- level feasible. This seems sound policy i in a society which seeks to minimize 
"economic and- political concentrations of power. There remains, of course, 
great room for difference of opinion as to what constitutes’ an “adequate job” 
_ by private interests or lower government levels rendering ey federal 


` action. 


Where it is. “agreed that some federal initiative is required, there may. yet 
be advantages in co-operative action with lower levels of government or with 
private interests. No doubt such co-operative, programs can be evolved by 
_ men of good will, whatever the type of federal organization; but administra- 
tively, the regional valley. agency, decentralized from Washington, would © 
. seem well-suited to such combined action programs. Thus, it affords greater _ 
ease of contact between the various management interests. involved, reduces 
the number of representatives of the federal interest, and, to the extent that - 
the lines of administration between agency management and field operations ~ 
are shorter, tends to permit greater flexibility of operations. So long as federal 
agencies are dependent upon Congressional appropriations, effective budgetary © 
review. should: provide necessary safeguards against the “empire building” 
that Professor Ratchford. fears, whatever the administrative organization em- 
ployed. However, if there be any substantial danger of empire building, then 
I suspect that the check of local jealousy. of federal power operates more 
effectively to limit the sphere of action of a regionalized federal agency than 
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it does in the case of an agency with administrative headquarters in Wash- 
ington. 

However ill-advised many improvements for inland navigation have been, 
I am not prepared to concede that this purpose can never be economical. The 
' fact is that many channels that have been built have not been good ones, and 
that little has been done to promote water shipping beyond bare channel 
provision. The new Tennessee River channel is an excellent navigable water- 
way whose use is being promoted by a well-rounded navigation program. 
The record of shipping here will provide a useful case study. Since initiation 
of the new channel, ton-mile traffic has increased fourteen-fold; hauls on the 
river are longer today than ever before and of higher value products. Nor is 
the end of the expansion in sight. The railroads have, understandably per- 
haps, been slow to sit down and work out joint rates; and the co-ordination 
of physical facilities with the railroads and with water carriers operating upon 
interconnected channels can yet be improved. I do not hold myself out as an 
enthusiast for accelerated development of river channels for inland navigation. 
Surely the case for tolls must be reconsidered, as must also be the impact of 
. proposed new facilities upon existing carriers. I do, however, venture the 
thought that experience on the Tennessee should be valuable in helping us 
arrive at an intelligent modern policy in this historic area of public action. 

Dr. Raver has given a very useful indication of the technical economy of a 
regional water.power system. An isolated plant which would be uneconomical 
- by itself, when tied into a transmission grid and operated as an integral part 
of a power system may become a highly economical undertaking. (This may 
be true whether the plant be steam or hydro, and constitutes a strong eco- 
nomic ground for authorizing government hydro. agencies to construct steam 
electric plants.) The same advantages of integration also exist as to systems 
of flood control and inland navigation. 

I regret that none of the papers brought put the-very significant develop- 
ment at TVA of genuine multiple-purpose operation of dams and reservoirs. 
The possibility of superimposing flood storage on top of a reservoir operated 
for power purposes had been previously recognized (and, indeed, was the 
principle upon which the Boulder Canyon project was planned), but it was 
the distinctive contribution of TVA to work out the principle of rule-curve 
reservoir operation. This principle requires the availability at the start of the 
flood season of empty storage capacity in prescribed amounts at each project. 
While filling is, of course, contemplated in the event of floods, in their ab- 
sence the -rule-curve schedule specifies the amount of capacity that must be 
kept. available during successive weeks throughout the flood season in order 
that adequate: storage may be on hand to control a statistically estimated 
project flood (of substantially greater volume than the maximum flood of 
record). At the close of-the flood season but prior to the low flows of late 
summer and fall, substantial filling of the reservoirs is. permitted in order to 
maintain a maximum supply of firm power during a possible long dry season. 
Such operation is genuinely multiple purpose. It should have potentiality of far- 
reaching application where some flood storage is indicated to be economical 
‘and where an adequate record of the seasonality of great floods appears. 
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Mr. .Horner’s appeal for the- principle of self-liquidation is persuasive. 
Unfortunately, in the case of a genuine multiple-purpose development, it runs 
squarely into the problem of allocation of joint costs. To say that, from 'a 
public business standpoint and omitting other considerations of public policy, » 
direct beneficiaries should bear at least the separable costs ‘of advantages con- 
ferred upon them is one thing. But to define self-liquidation to include the 

' Meeting of charges on account of allocations of genuinely joint costs ‘is en- 
tirely different. After studying the problem in the case of the TVA dams, I 
have strong doubts as to the practical feasibility of working out a meaningful l 
” use-of-capacity technique applicable to.a case in which common capacity is 

,_ genuinely operated for multiple purposes. But even if feasible, any such 


mechanical . approach—independent of the economic categories of costs and ` 


values—is certainly arbitrary in the extreme and could easily have the result 
of making apparently uneconomical a project whose several benefits more 
_ than cover their separable costs and collectively more than cover ‘all joint 
costs in addition. It is time that the use-of-facilities‘ method of allocation were 

reverently but firmly laid to rest. 
. What, then, should be the basis of rate making for vendible benefits a 
multiple-purpose projects? I can only suggest that normally charges should 
_ -Tecoup separable costs and a portion of joint costs to be determined accord- 
ing to that very unsatisfactory criterion, public policy. Certainly ‘such policy 
. should, have ‘regard for the reasonable revenue requirements’ of neighboring 
_ privately-owned utility systems whose level of charges cannot but be affected 
< by the public rate schedules. If this seems to place excessive power in the 
public agency, as-Professor Ratchford believes it does, I would answer that — 
such power rests better in an agency of government than i in a monopolistic 

' privately-owned enterprise. 

Where electrical energy. is ‘generated as an incident to governmental water | 
. resource development, there is much room for debate as to how such power 
should be marketed. Perhaps some analogy to the’ developing doctrine of’ 
effective competition might be applied here. Where adjacent privately-owned 
power companies have a long and reliable record of working efficiently to bring | 
expanding service to ever increasing numbers of customers at steadily decreas-- 
ing rates, surely then the case for public distribution i is not.so strong as if such 
a companies have long followed negative policies, content with existing profit- 
` able situations. Unfortunately, the all too frequent ineffectiveness of .commis- 
sion regulation and the general absence of competitive pressures have resulted 
too often in negative policies, though one detects some improvement in per- - 
formance of the power industry i in recent years. . 
A major issue rests in the question as to whether a single valley adminis- 
-tration ‘should have action responsibility for the comprehensive development 
. of all federal conservation policies within the valley, including policy with 
_ respect to both land and water resources. Herein, of course, lies the unique- 
‘ness of TVA. Certainly Dr. Raver’s discussion has underlined the importance 
of unified basin planning as to water resource development. On the other hand, 
. there may be less need for combining federal land and water conservation 
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activity in a single action agency for the entire region. The matter ae 
. consideration; and the record. of TVA should be highly relevant. 

Finally, let us look for a moment at Professor Ratchford’s analysis of ‘the 
~- impact of TVA upon the Tennessee Valley area. He suggests that since the 
` bulk of TVA expenditures is for its power and fertilizer programs, justifica- 
tion for the Authority is contingent upon its superior efficiency in these dctivi- 
ties as compared’ with private industry. Whatever an analysis of such relative 
efficiency might show, it seems to me that this deduction is open to question 
upon two grounds, ‘First, to the very. substantial extent that TVA influences 
.. resource conservation by inducing action by state and local agencies, its total 
program is not reflected in its own budget figures. For example, TVA has 
induced the valley states vastly to improve the effectiveness of their protection 
of timber lands against forest fires, but its own current budget gives’ relatively 
_ little weight to this important activity. Second, in the case of the fertilizer 
and power programs, the issue is surely not so narrow as simply the efficiency 
of production but goes further to include the manner of application in. the 
regional economy of the things produced. 

In the TVA area itself the sale of power-at wholesale by TVA and at retail 
by municipal and ‘co-operative distributing organizations has been accom- 
plished with apparent profit on both levels at low rates and with accompany- 
ing greatly increased consumption. But of perhaps equal significance with 
the record of the public power ‘system has been the experience of adjacent 
privately-owned companies. These companies, their rates subjected to power- 
ful downward pressure by those of the public system, have made major rate 
reductions. Rather than impairing earnings, these reductions—combined with 
effective promotional activity—have brought about vastly increased consump- - 
tion and steadily increasing net returns. Thus, in 1949, the net income of 
the Alabama Power Company, after interest and taxes, was $8,800,000, or 11.1 
per cent on stockholders’ equity, as compared with $3, 300,000, or 3 6 per cent 
in 1933. (For the Georgia Power Company, the increase. was from $5,100,000, 
_ or 3.7 per cent on stockholders’ equity, in 1933 to $10,600,000, or 9.4 per 
. cent, in, 1949.) This increase occurred despite very substantial increases in 
i taxes and a change i in depreciation accounting bringing much higher deprecia- 


tion charges. Where public operation is responsible operation, therefore, there > 


is no incompatibility with continued profitable ae enterprise j in the pee 
industry in neighboring areas. 
_ Professor Ratchford has attempted a statistical analysis of the economic ` 
impact of TVA by comparing progress in Tennessee since 1929 with that in: 
nine other southern states. Very respectfully, I must dissent from this analysis. 
Taking account of. the fact that TVA has test demonstration farms in per- 
haps half of the states of the Union—though more heavily concentrated in 
thé South: than elsewhere—and that ‘it provides the power requirements of a 
‘population living over an area of 80,000 square miles (as compared with 
‘about 40,000 square miles in the Tennessee drainage basin proper) and has 
influencèd rates over a yet wider area, I would suggest that the three states 
of Alabama, Mississippi, and Tennessee are more fairly reflective of the 
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“TVA region” than would be Tennessee alone. Further, this spreading out of 
TVA activity, plus TVA’s work with agencies charged with resource use and 
development in all of the Valley states, including Virginia, North Carolina 
and Georgia—with’ inevitable influence within the latter outside of the 
drainage basin—-leads me to exclude them from any comparison in which 
they would otherwise be treated as outside of the TVA region. Finally, I see 
no sufficient similarity to the TVA region in terms of resources or resource 
development problems i in Florida, Texas, and Oklahoma to warrant their in- 
clusion in a comparison seeking to throw light upon the effects of TVA opera- 
tions. Accordingly, of Professor Ratchford’s nine states we are left with 
Arkansas, Louisiana, and South Carolina as perhaps reasonably comparable to 
the three TVA states ‘of Tennessee, Alabama, and Mississippi, but more or 
less (though by no means entirely) outside the TVA area of influence. 

I have not had time to rework all of the indexes prepared by Professor 
- Ratchford to apply them to these two trios of states. I have, however, pre- 
pared a few comparable indexes, and the-results are interesting. I find that 
in terms of income payments to individuals, using 1929 as a base, the three 
TVA states reached an index of 292 in 1947 as compared with 276-for the 
non-TVA group. Shifting to 1933 as a base, the three TVA states reached an 
income payment index in 1947 of 552 as compared with 478 for the non-TVA 
trio. Also with 1933 as a base, an index of number of establishments for the 
TVA states reached 236 in 1947 as compared with 209 for the non-TVA 
group; an index of number of production workers reached 216 for the TVA 
group as compared with 183 for the non-TVA group; and an index of value 
added by manufacture reached 663 for the TVA group as compared with 
620 for the non-TVA trio. Only when these latter indexes were placed upon a 
base of 1929 (though it must be recalled TVA was not initiated until 1933) 
did two of them reveal a greater advance for the non-TVA states than for the. 
TVA group. 

All of this may seem to be a quibble, but it is not so intended. If TVA’s 
co-ordinated program has not had a definite stimulative effect in expanding 
economic opportunity in the Valley, it would certainly raise a serious query 
as to the effectiveness of a single regional federal agency engaging in a unified 
program to sponsor development not only of water but also of land resources ~ 
of the area in charge. It is true that some of the gains from revised agricultural 
and silvicultural practices may not be reflected in immediate income statistics. 
And one must grant with Dr. Raver that at TVA, as in the Columbia basin, 
emergéncy conditions have pushed, and kept, the power objective to the fore; 
so that the full gains to be achieved from prosecuting other purposes have not 
been, realized. As Frank and Nebboy have recently shown in the Yale Review | 
(Autumn, 1950, p. 43 ff.), TVA has a great deal of its program of land use 
adjustment still ahead of it. Nevertheless, the revised indexes presented herein 
are at least consistent withthe thesis that the Authority has had a substantial 
. stimulative effect upon economic activity in the Valley region: 


DEAN RussELu: In 1932, the federal government was producing less than 
- one-half of one per cent of all electricity generated in the United States. In 
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1949 this had increased to more than 13 per cent. And it is estimated that 
federal projects ‘will account for at least 25 per cent of the new production 
capacity to be constructed in the United States during the next three years. 

The implications for the future are far more serious than shown by the 
actual figures of this trend toward government ownership of the means of 
producing electricity. Here is the reason: When even one government elec- 
tricity project is built, the result is that private capital for the building and 
expanding of private power companiés in nearby areas tends to become in- 
creasingly scarce. Many persons with money, to invest are beginning to realize 
that once the government enters into any area on even a small scale, it will 
sooner or later control the entire area. So it was in the Tennessee Valley. So it 
is in the Pacific Northwest. And there is no evidence to indicate a different 
result in any other section of the country that contains a government elec- 
tricity plant, regardless of the excuse used by government to build the initial 
project. 

This evil of government ownership feeds upon itself. Once it starts, there 
seems no way to confine it to a given area, or even to a given function. The 
private power companies that are permitted to operate within the area of a 
government hydroelectric project are soon forced to depend upon government 
for their own supplies of electricity. This situation should now be obvious to 
all persons in the Pacific Northwest. This same procedure is becoming in- 
creasingly obvious in other areas where these grandiose hydroelectric projects 
have been built by government through its programs for developing the river 


- valleys of the United States. 


The supporters of these various hydroelectric projects often advance the 
argument that they would never be built unless government built them; that 
the various river valleys would remain “undeveloped” unless government de- 
veloped them; that all this water would continue to be “wasted” unless govern- 
ment utilized it. Perhaps so. It is also true that a free people have never' 
voluntarily undertaken to transport to the tropics all the ice that is “going to 
waste” around the North Pole. And the reason is simple: A free people do 
not knowingly support uneconomic expenditures of.effort and capital. They 
will not voluntarily invest their savings in a project where they. anticipate that 
the cost will be greater than the return and where there is no apparent eco- 
nomic demand for the product, 

Next, the advocates of government ownership will present the facts and the 


. figures to show that government electricity projects have brought prosperity 


to the various river valleys where. they are located. It is true that the people 
in Tennessee now have more actual dollars than they had before the advent 
of TVA. But is this not due in large part to the inflationary schemes of govern- 
ment and in part to the specific fact that hundreds of millions of dollars were 
taken in taxes. from the people elsewhere and poured into the Tennessee ' 
Valley? The cost of TVA, the Oak Ridgé atomic project, and the various other 
government projects in Tennessee probably runs into the billions of dollars. 
Any person could create some “prosperity”. wherever he wished if he had 
that amount of money at his disposal. But in any case, the government cannot 
create prosperity in Tennessee except at the expense of the prosperity of the 
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taxpayers in other regions who had that much less money to spend on their 
own welfare and on the private development of their own resources because 
some of their money was taken from them and spent in the Tennessee Valley. 
_ Next the advocates. of these’ river valley programs will argue that if people 
in Tennessee or the Pacific Northwest have more money to spend, this in turn 
will mean that the spending of this money will create additional prosperity 
in other sections of the country. This is like saying that a huge national ex- 
penditure of tax funds to level all the mountains would create prosperity 
everywhere on the theory that the mountaineers would then have more flat 
land for farming, and thus would soon have more money to spend in this 
campaign of creating universal prosperity by universal spoliation. 
_ When all other arguments fail, the advocates of government ownership do 
not hesitate to advance the idea of national defense and to play upon a per- 
son’s love for his country. For example, the Tennessee Valley Authority is 
_ generally given credit for supplying the electricity-that made the atomic bomb. 
Yet the truth of the matter is that the Oak Ridge atomic project contained 
_ its own steam generating plant when it was first built. Oak Ridge was not de- 
“signed to be dependent upon TVA for its electricity. The fact that Oak Ridge - 
saves on its fuel costs by using large quantities of TVA “dump power” during 
the: seasonal peak TVA production period has no bearing whatever on this 
fact. There have been: times when Oak Ridge has supplied electricity to TVA. 
It is true that the United States has not lost a war to date. But this has not 
. been due to government ownership of the means of production. On the con- 
trary, our strength has been in the fact that we have-had less government 
ownership and fewer government controls than have our enemies. In America, 
free people—operating in a competitive market over a period of time—have 
built huge industries for the production of automobiles, nylon hosiery, and 
aluminum pots and pans for a profit. And the necessary electrical capacity to` 
. operate these plants has appeared when and where needed. This capacity will 
continue to be available if the people are left free to build the plants with 
their own money at no expense to the taxpayers. This procedure automatically 
insures adequate, reserve capacities for the building of tanks, uniforms, guns, 
and airplanes when the need arises. l 
© Finally, what will it profit us even to attempt to stop. the world-wide spread 
of communism—‘‘government ownership of the agents of production”—if in 
the process we adopt the selfsame economic principle that we claim to be 
fighting against? Freedom will eventually cease to ‘exist in any nation that 
adopts this principle, for the fundamental freedom upon which all other free- 
doms are based is the economic right of an individual to work, trade, spend, 
save, and invest as he himself decides is best. The only possible way that this 
‘freedom can be expressed is through the voluntary processes of the market 
_ economy, leaving each individual responsible for the choice he makes,* 


* An extension of these remarks, under the title, “Ownership in Common,” has been pub- 
Wied by the Foundation gd Economic Education. 
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SELECTIVE CULTURE CHANGE 


By SoL Tax 
University of Chicago 


I suppose that the phrase “economic progress” in this symposium _ 


refers simply to improvement of material well-being, health, and the 


Ss 


like, as seen through the eyes of our European and American tradi- 
tion: From this point of view it is easy’ to say that we ‘are advanced 
and other people and places are backward. Most anthropologists, 
trained to take a broader_view, reject this notion of progress as ethno- 


centric, which it is. It assumes that our own values are or ought to be 


universal and that the practices of other peoples should be changed 
accordingly. This general view once accompanied the little-brown- 
brother variety of imperialism which has so dramatically defeated it- 
self. We are now anxious to respect.the cultural independence of other 
peoples while we help them to material betterment. This means embark- 
ing upon a program of carefully selective culture change. It is the pur- 
pose of my paper to ask whether this is a possible program. The 
answer to which I shall come is easy to state at the’ beginning: What 
we have learned about culture change tells us that such a program is, 
while certainly difficult, theoretically feasible. But in practice we are 
almost certain to fail, basically because too few of us are free enough 
of an ethnocentric view of .the world to be able to administer the 
program. 

My first proposition, that it ought to be possible—theoretically— 
to bring about selective culture change, will be easily accepted once 
the terms are made clear. l 

The term culture was defined by Edward B. Tylor’ as “that com- 


‘plex whole which includes knowledge, belief, art, morals, law, custom, 


X. 


and any other. capabilities and habits acquired by man as a member of 
society.” The recognition and isolation of culture as a separate object 
of study has distinguished and characterized anthropology ever since. 
Culture is our central concept. We devote our efforts to the history of 
human culture and the processes of cultural growth and decay; to the 
nature of the interrelations of parts of culture and of cultures as. 
wholes; and lately to the interrelations of culture and the personalities 
of men. 


* Primitive Culture (1871), p. 1. 
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By drawing together the materials of archaeology and linguistics, of 
folklore and physical: anthropology,‘ of ethnography, and geography 
- and history and psychology, it has been possible to trace with some con-' - 
fidence the development of technology, religion, marriage, mythology, 
' the state, and other institutions and aspects of’ culture. Painstakingly  ~ 
the assumptions of.the nineteenth century pioneers have been tested 
and our historical understanding revised. The relatively simple picture 
of social evolution propounded’ by men like Lewis H. Morgan has be- 
. come infinitely complicated by newer data and second thoughts, We 
‘no- longer speak glibly of progress, for example. The human store of 
_ knowledge is generally increasing and at'an accelerating speed; it is 
'. quite easy, therefore, to speak of progress in technology, or in science, 
“or in similar elements: where accumulation is a factor. One can also © 
speak of progress from smaller to larger social‘units, for example, pro- © 
_ vided we recognize the arbitrariness of the measurerients involved and’: 
do not too heavily evaluate “progress.” But for most aspects of culture, 
not at all cumulative or measurable on a scale, the word progress has 
no meaning whatever.” As Robert Frost has observed: “Whatever 
- progress may be taken to mean; it can’t mean making the world any 
easier a place in which to save your soul.” (Quoted i in Time, 1950.) 
. Our picture; of the-way culture develops is, however, no less clear 
' because it is complicated. Mainly, we know. three essential things: -` 
" fifst, that although. culture grows in response to human needs—physio- 
logical psychological, and social—it becomes’ elaborated far beyond . 
such needs. If nature has a law of parsimony, culture clearly follows ` 
.. a law of exuberance. Therefore, on the base of.a’ common human na- 
ture, cultures come’ to differ in extraordinary, even fantastic, degree. 
` The second main thing we know i is that no people invents more than’ 
the tiniest fraction of the cultural heritage it calls its own; botrowing ` 
or the pooling of cultural iteras through: processes of continual diffu- 
sion of. new items is a major law of cultural growth. That ‘is why cul- 
tures can bécome so elaborate—people are such copycats. Third, we 
know that any particular culture- gets set in its ways, and while it 
borrows from others, it reinterprets everything borrowed to suit its own 
_ peculiar taste. (A classic popular statement is Ruth Benedict’s Pat- 
terns of Culture.).That is why, although we are such copycats, the 
‘‘elaborations of culture are so variegated. It sometimés seems as though . 
“anything is possible and it has already been done. As in a kaleidoscope, 
the patterns appear again and again in different combinations; the: 
. difference is that once a pattern of culture has become set, further: 
2A. L. Kroeber (Anthropology, 1948, pp. 296-304) suggests possible meanings in “the 
| atrophy | of magic based on psychopath ology” and “the decline of infantile obsession’ with 


' the outstanding physiological events of human life” ( be 304), measures which are suggested 5 
by history and by the values of our; culture. With oeber’s position I fully agree. ` 


- Kd 
` 


ECONOMIC PROGRESS: GENERAL CONSIDERATIONS 317 


changes are no longer random but determined in large part by the 
pattern. The, pattern or the twist or bias of the culture thus becomes 
a principle of selection. 
_ In a state of nature, so to speak, it can therefore be said that all 
culture change is selective. If one is consciously directing culture change 
(or simply trying to get along), he must obviously take account of the 
initial bias of the culture. However, this is not the sense in which I am 
using the phrase “selective culture change.” The problem of selection 
in democratically planned culture change is to respect the general cul- 
tural bias and the institutions and beliefs held dear by a community of 
people, at the same time that their level of living is raised and they 
are given both new wants and the means to attain them. The eco- 
nomically backward population is to get the benefits of our technology 
and science, our chemistry and bacteriology without important damage 
to their values and their traditional way of life. 

The reason this is a difficult program is that in general a culture is a 
functional system of interdependent parts; it is more or less in equi- 
librium. A change in one part tends to effect changes in all the rest. To 


introduce an important change in the economy is therefore likely to 


begin a chain of reactions that may well end in disorganization and 
death. As a result of contact with European society many cultures have, 


_ been utterly destroyed, and populations deprived of their way of life 


we 


have been wiped out. People can be very stubborn. We are familiar 
with the analogy that just as reptiles once became too specialized to 
survive, so we in cities are so dependent upon our technology that 


when something deprives us of that cushion between us and nature, 


we must perish. But we are less aware of the fact that peoples also 
perish because they simply will not live in a world that is unfamiliar 


‘or, perhaps, unpleasant. 


So a program to change a culture selectively presents serious diffi- 
culties. But it is clearly possible. We know it is possible, first of all, 
because it has been done. The success of the Incas in incorporating 
alien cultures into a thousand-mile mountain empire without destroying 
them is one case in point; another is the success more than once of 
the Japanese in changing substantial parts of the national] culture. 
But the best evidence that selective culture change is possible-is that 
it isa normal occurrence in nature, and the process is no secret. When 
we bring milk bottles to the Hottentots (milk they have had from - 
time immemorial) it is true that we may be breaking into a closed 
system of ‘equilibrium. But it is also true that the Hottentots once 
took the cattle complex into their culture; and this too must have 
upset the equilibrium. Indeed, every people has adopted culture traits; 


every culture still extant has clearly survived innumerable shocks to 
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it. Therefore the problem is to see that the damage done when a Point 
Four administration initiates the changes is not much greater than 
when it happens in other ways. 
_ The question becomes one, then, of a means to.an end. Be- 
fore discussing this question I want to suggest that it is not knowledge 
. of the theory of culture change or new principles of acculturation. that 
- are lacking. The very general statement that I have made here—and , 
which can be found in any good textbook (for example, Melville Hers- 
‘kovits, Man and His Works, 1949)—can of course’ be elaborated 
l indefinitely. It can also be reduced to propositions on a social-psycho- 
logical level, where statements about reinterpretation of cultural ele- 
ments become problems of misunderstanding in the communications 
-` between men. Such elaborations and reductions should and: will con- 
tinue. They will create excitement in our scientific journals during the 
next century, after which our propositions will be slightly more com- 
prehensive and exact than they are today. But even today our knowl- | 
edge goes far beyond the minimum need in the case. | 
_ What is needed is not more general knowledge but rather ¢ some 
clinical experience. Suppose somebody seeks the advice of an anthro- 
` ‘pologist on our famous program for the Hottentots. The anthropologist 
_ will. know from the literature enough about Hottentot culture to pre- 
scribe in a general way. But if he is wise, he will.want to look at the 
patient as of the moment. He will want to know more than the formal 
social structure and the values and practices characteristic of Hotten- 
~ tot culture. He will want to know the Hottentots. He will.want to know © 
the leading families and why they happen to be the. leading ones. 
_ He will want to understand the current issues and personalities in Hot- 
tentot politics. He will want to. know what they think of anthropolo- 
gists and of Point Four bureaucrats. He will, in short, want to visit ` 
the Hottentots. But as soon as he talks to his first Hottentot, it will © 
occur to him and to-the Hottentots alike that he is not an inert ob- ` 
server of an inert mass. He is part of the situation being affected and 
will be part of the program whether he wills it or not. Everything he 
. says and does is either in the right direction or the wrong direction. 
He is meddling with the patient. The sad fact is, however, that our 
` hypothetical anthropologist is probably on his very first case. He is, 
learning by doing, getting his first clinical experience. This is because 
. almost none of us has had this experience. We have had some oppor- 
` tunities in our Indian service and in programs in Latin America and 
` in the wartime Japanese relocation project. But they have been few. 
The experience of colonial administrators and the anthropologists 
who have served under them is almost useless because they have been - 
trained to manipulate the culture- but not to get the people to alate as 
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democratically i in the important ‘decisions, The latter is both the criti- 
cal and the difficult part.. 

It may well be asked why an anthropologist without clinical experi- 
ence is better than an administrator or a public relations- man or a 
politician who is used to dealing with people and situations. Clever 
salesmen artfully enough suit their technique to different circum- 
stances. Perhaps if they are sufficiently briefed in the peculiarities of 
the culture to be changed, they can do the job. 

Needless to say, it is not a degree i in- anthropology that is needed 
as a license to practice. But training in anthropology is a necessary in- 


- gredient. What is required is the detachment from our own culture 


- 


that comes with studying many others. It may very well be that train- 
ing is not as important as the selection of persons who embark upon 
careers in anthropology. Or it may be the informal indoctrination by 
fellow graduate students that either transforms the student’s point 
of view or else.drives him into another field. Whatever the mechanism, 
anthropology tends to produce a scholar with the power both to under- 
stand and to respect another man’s culture—not as he respects another 
man’s opinion but as he respects the deepest characters of another 


man’s personality. This is essential because only through such respect 


can the long-time confidence of most people be won by a stranger. 


Without this confidence the ‘difficult operations are foredoomed to 


failure. 

That is not all, however. Anthropologists by training or Selection 
reach for the common people of another society. Just as an economist 
reaches for a price index, so a field ethnologist gravitates to the lowly 
hut. We want to see the society from the ground up and the func- 
tionaries in perspective. In fact, we have an occupational distrust? of 
officials, as we do of managers or missionaries; and we apologize pro- 
fusely for quoting information from a source that a journalist calls 
unimpeachable. This keeps us from making perhaps the most common 
and the most fatal colonial mistake—that of working through estab- 
lished leaders who are presumed to understand how the people feel 
about things and who of course also know what is best for them. 


But perhaps most essential is the substantive knowledge of cultural- 
variations. Considering that most of his training involves discussion 


of the variety of cultures, it is not surprising that a good ethnologist 
will within a few hours catch on to enough of the culture so that he - 
does not misbehave; that he will quickly get enough feeling for the 
essential biases of the culture to enable him to ride with rather than 
against them; and that he can quickly enough come to take the alien 
culture so for granted that he can.begin a co-operative planning opera- 


’ In the sense not of impugning their motives but of doubting their knowledge. 
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_ tion in^its own terms before his participation: in the situation hardens 
' In-such a way as to destroy. 2 chance of success: pane 2 iS KADOR 
tant. 

Perhaps I should make clear that anthropologists also have limita- 
' tions: We are used to working personally in small communities. Do 
not expect us to sample properly or to read statistical tables. Our forte 
- is interpersonal relations, not documents. But I think that’ the vices of 
our profession do not limit us to villages or small tribal societies. In 

India “no, less than among the Navaho one faces an alien culture— 
as well as many constituent cultures—with all of the attendant prob-- 
lems. It is a fact that though there may be a hundred million bearers 
of a culture, each of them: when he is met must be met on the same 
terms as if there are but a hundred. It is.also patent that the problem. 
of working through supposed leaders is intensified in a large society. 
In most places where Point Four programs will go into effect they will 
‘fail because we shall have pérforce to. use national leaders to put the 
‘program into effect, without even noticing that such leaders are almost 
„as far.removed from the population’ as we are ourselves. And finally, 
of course, the problem: of dealing with cultures ‘i ‘is greater rather than 

less when there is a complex of hundreds of them rather than only 

one. 
Obviously there are not nearly enough anthropologists to 'go' around. 

We need more, and we need to give. more of them the clinical experi- 
ence required to work ‘out with people improvements in their way of 
: life. But.clearly we shall have to settle for very much less. Everybody 
> connected with a Point Four program, from the top policy makers to 

-the second secretaries, ought. to get a minimum briefing in the prob- 

‘lems posed. by cultural differences, as well as in the culture of the area 
to which he is sent. But however müch'we do along these lines seems 
. so little that I am afraid the case is hopeless. I am afraid that we shall 
-blunder into other societies and misbehave blissfully on the assumption 
that our ways. must also be their ways, that these undeveloped people 
_ must want-what is good for them, and will surely be grateful to us. 
-~ for supplying it. And our first fatal sai ai may well be that eco- 
| nomic: Digerees is an absolute good. 
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SOCIAL STRUCTURE AND ECONOMIC PROGRESS: 
- GENERAL PROPOSITIONS AND SOME 
FRENCH EXAMPLES 


By JoHN E. SAWYER 
Harvard University | 


It has long been customary for the opening chapter of economics 
textbooks and the opening lecture of elementary courses to make a for- 
mal bow to the importance of “noneconomic” factors. This ritual has | 
tended, however, to have about the same relation to what follows 
thereafter as the opening’ prayer of a national political convention has 
to the subsequent activities-on the convention floor. _ 

For more than a century the primary focus and the very great 
achievements of economics have centered about an increasingly sophis- 
ticated analysis of relationships held to be “internal” to economics. 
While the wisest observers of economic behavior have been deeply 
aware of the social context, the major effort of the science has tended 
to remain within certain- assumptions of the late Enlightenment from 
which it sprang, as to the relation of economic processes to the more 
general frame of social action. These powerful simplifications and the 
techniques they have facilitated have greatly contributed to the suc- 
cesses of economics in developing a “new mechanics” of prices and 
costs, allocation and distribution. They have, however, limited the kinds 
of questions that economics has either asked or been able to answer. 

The massive social upheavals of the last twenty years have forced 
to the fore new questions not answerable within these traditional re- 
strictive assumptions. Wars, depression, and the extraordinary ventures 
in which the United States has engaged (such as the European Re- 
covery Program, Point Four, and the like) have made it increasingly 
evident to économists and statesmen alike that the institutional context 
cannot be taken as constant or assumed away and that economic activity 
and economic progress are not simply a function of tools and resources, 
capital and markets. The big questions of the day concerning economic 
growth and development cannot be answered without increasing atten- 
tion to what have been considered noneconomic categories or without 
recognizing the extent to which economic activities, while powerfully 
molding the social forms and class relationships of a society, are honi 
selves a function of the total social structure. 

In gross terms, of course, the importance of the wider institutional 
context has long been accepted. Marx and others have emphasized the 
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basic institutional conditions of capitalist development—transferability - 
of property, mobility of resources, free labor, a rational-legal politi- 
cal frame, and the like. But less generally appreciated have been the 
ways in which the formal and informal social structure persistently 
shapes the behavior for all economic actors. 

‘In this paper I want to do two things: First, to suggest a way of 
approaching these questions, indicating some of ‘the sorts of problems 
that need to be examined; second, to illustrate the kind of influences 
at- work, using examples from within that fraction of the globe that 
_ has shared the basic institutional developments of modern capitalism, 

notably the French Le 
I 

Forced back into sociocultural categories we rapidly discover how 
little we know of them, of the mechanisms through which they operate, 
or of how to incorporate such categories of explanation into the sys- 
tematic analysis of economic processes. We do not yet-have the social 
theory or understanding of the human personality adequate to demon- 

strate precise interrelationships among all tħese variables. The newer 
= social sciences, however, offer useful concepts and ways of getting 
considerably closer to the processes by watch patterns of motivation 
and behavior are shaped. - 

One of the most useful of these’ approachés—so-called “‘functional-~- 
structural” analysis, as developed in contemporary ear fice ere 
attention on the extent to which social action tends‘ to be “structured,” 
both as to ends and means. Any society necessarily institutionalizes 
particular. goals and values, patterns of social relationship, and ways 
of. doing things requisite to the -continued: operation of that social 
system; in sociological language, it prescribes patterns of normative 
conduct in a system of structured roles. Where these patterns of work- 
ing and living, acting and reacting, seeking and believing become so 
widely accepted as “legitimate” that conformity with them is generally 
. expected and is supported by moral sanctions, they can be called. the 

“Institutions” of that society. In any going society these institutions are 
ight interdependent. The patterns of family relationships or of social 
rankings or ultimate values, for example, necessarily bear ‘in upon 
‘patterns of economic activity. 

From birth the human ‘individual is molded toward sui with 
these institutions through the process of socialization. Family, neigh-. 
_borhood, school, and all the rest bring him in substantial measure to 
internalize ` those goals and relationships, those ways of feeling and 
behaving that make up the bulk of the informal social structure; and 


1At the request of the editor I ‘have omitted here a range of references to people and 
sources given in two closely related and more extended papers noted below. 
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a variety of sanctions, ranging from police action to the est ‘subtle 
forms of social pressure, continuously urge conformity to established 

_ ways. It is in terms of his particular social structure—its institutional- 
~ ized rankings and values and patterns of-conduct—that the oi viaual 
-normally seeks approval, recognition, and reward. ~ 

The economic actor, then, must be seen as oriented to a Soim eie i 
sive institutional system in relation to which he acts and aspires. Only 
in reference to this total social situation can the utilities and dis- . 
‘utilities involved in any specific decision or course of action be meaning- 
fully calculated. Insofar as action is to be analyzed in terms of ra- 
tional choices among alternatives, the concept must, as a first require- 

- ment, be broad enough to embrace the fúll range of ‘social rewards and 
penalties, the sum of satisfactions in-relation to this total social situa- 
tion; arid, at a’more complicated level, it must eventually be radi- - 
cally deepened. to comprehend the working out of compulsive behavior 
- through ‘institutionalized channels, 

It is evident that different institutional systems will be more or less en- 
couraging or discouraging to particular patterns of economic activity. A 
community whose systems of beliefs and statuses, for example, give 
high reward and recognition to worldly achiévement will get more in 
the way of economic enterprise than one otherwise oriented. This ap- 
proach, while clearly not offering quantitative solutions, provides some 

ort of frame for comparative analysis of the ways in which given social 
structtires are differentially favorable to the kind of economic develop- 
ment with which we are here oncenee: 


i 


A wide range of comparative studies will be needed in the effort to 
bring any precision to the effect of | social structure on economic. be- 
- havior. Investigations involving extreme contrasts—industrial America” 
and Brahman India—can open up the widest questions of orientation 
and stratification; but the. more extreme the: differences in the total 
‘historical and institutional setting, the more difficult it is to establish 
precise correlations. Studies involving much closer comparisons—such 
as those among the countries of Continental Europe or of the Western ` 
Hemisphere, or between Boston and Chicago, or perhaps even Roches- 
ter and Buffalo—may in the long run.prove most significant į in clarify- 
ing the problem. These finer analyses, however, will require the sharper 
use of sharper tools and'a wealth of information not now available. 

For our purposes there are advantages to selecting examples from 
Western Europe and, where Europe’s diversity forces choice, to focus- - 


ing on the French case. An area of immediate practical concern with ‘| 


which some familiarity can be assumed (not yet quite true of the vari- 
ous Bongo-Bongo’s), Europe has shared with usa basic range of West- . 
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ern ‘institutional developments; and yet it is a society with differences . 
from’ the United States sufficiently clear to allow of the sort. of com-. 
parative generalizations necessary in so brief a paper. (In making 
these implicit comparisons with American development we are, of ` 
course, quite arbitrarily isolating one factor from the gross differences 
. in location, size, resources, rates of growth, etc., that: have together 
made for a fundamentally different economic history. ) i 
Looked at on any relative scale European institutions stand out over 
the past five hundred years- as having been exceedingly favorable to 
_ economic- progress. Europe, afterall, gave rise to modern capitalism 
and to the industrial age—a perspective that must be borne in mind in 
_ any examination of this kind, Yet industrial capitalism came in Europe 
_ into a relatively stabilized society with unusually explicit cultural tradi- . 
. tions, and with a highly elaborated social structure compounding’ im- ` 
` portant survivals from each of the great prior social orders that had 
_ayisen on successive economic foundations in the European past. From 
each of these eras and institutional systems the countries of modern 
-Europe have inherited a mixed legacy. Our interest here is in the eco- 
= nomic drag, the rigidities and resistances to economic development in 
this heritage—both as significant ‘to the European future, and as’ an 
illustration of the ways in which social structure. pervasively eng pér- ', 
„sistently shapes economic activity. 
For it seems evident beyond argument that while recognizing the. 
` force-of Marx’s insight, we must modify the metaphor: the new forms 
have never fully emergéd from the womb of-the old. New modes of pro- 
duction have everywhere disrupted the existing social order and created: 
_ new class:and power relationships and forms of their own, but they 
have nowhere succeeded in eliminating important.conflicts and ‘contra< 
. dictions. inherited from the pre-existing social stricture. The new has . 
grown within what it only partially destroyed. In this sense it could be 
argued that, for the social revolutionary,. the brutalities of Lenin ‘and 
' Stalin perhaps reflect a social diagnosis more accurate than that of — 
Marx; while new economic processes indeed produce basic social 
changes, probably nothing short of large-scale liquidations can totally 
destroy an institutional inheritance: For as Jong as man’s habits and 
_ memories and ideals carry forward past patterns, this-heritage exerts a _ 
‘lasting impress on the subsequent evolution of the social order. . 
The problem of assessing the impact of this -heritage on modern 
' European economic growth is not’a simple, one. Variations of consider- 
able significance exist between nations and within’ nations, and the in- 
fluence has not been wholly unfavorable to economic development. The 
` German case, for example, illustrates particularly well the ways in. 
which a relatively unbroken feudal heritage while containing deep re-. 
Sistances, to capitalism « can also carry forward certain institutional pat- - 
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terns that serve the needs of a rapid industrialization. This can be seen 
directly in the relation of the large estate system to labor availabilities 
_ and similar points, quite apart from the mixed insight and aristocratic 

preference in Schumpeter’s thesis regarding bourgeois dependence on 
a landed ruling class. A whole series of comparative studies is needed 
to explore these issues. France offers a useful place to begin. 


IMI. 


Perhaps more than any other nation, France has experienced to 
the full the major sequence of social orders of the European past: 
the feudal system; the ancten régime dominated by the centralized, 
military monarchy and a surviving aristocracy; petty bourgeois, com- 
mercial capitalism, and the institutions of the French Revolutionary 
settlement. A brief paper cannot attempt to analyze the institutional 
characteristics of these or evaluate the impact of their survivals.’ It can 
at best suggest the kind of relationships involved. This we will attempt 
by first reviewing in highly generalized terms certain institutional pat- 
terns inherited from each epoch; and then_indicating ways in which 
they have adversely affected economic development. 


From the system of institutions ‘associated with feudalism and mano-. 


rialism have come those patterns that probably most distinguished 
the social structure of the old world from that of the new. From this 
age, modern France has inherited patterns of social stratification that 
the Revolution and Republic have never completely eliminated. A so- 
ciety historically rooted in knighthood, seigneurial agriculture, and 
dependent tenure tended to establish as permanent a system of social 


rankings based on birth and place, not simply dividing men into the - 


larger categories of those who prayed, fought, and worked, but insti- 
tutionalizing’ an elaborate hierarchy of hereditary. statuses. To birth 
and status it also tied property, occupation, training, and social function 
in the widest sense. The craftsman or villager as well as the count 
tended to-identify himself, his skills, and his heirs with a given place 
in the social hierarchy. ° 

The prevailing system of ideas and religious beliefs powerfully mo- 
bilized sentiments for traditionalism, community, and personal rela- 
tionships as against change, mobility, and enterprise. It taught that this 
system of things represented not simply what was, but what ought to 
be—that the whole architectonic structure was of divine design, and 
acceptance of one’s station and lot in this world a part of the Christian 


*I have attempted somewhat fuller annotated discussions of these institutional conflicts 
in France in two related papers: “Strains in the Social Structure of Modern France,” in 
Modern France: Problems of the Third and Fourth Republics, Edward Meade Earle, ed. 
(Princeton, 1951); and a comparative study, “The Entrepreneur and the Social Order: 
France and the United States,” in Men in Business: Studies in the History of Entre- 
preneurship, William Miller, ed. (Cambridge, 1951). 
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duty. Poverty for the masses of men was assumed, and charity its caly 
relief. The lay elite, geared`to values of land and family, arms. and » 
honor, by reason of its prestige in the social scale helped fix a set of 
attitudes that was generally inhospitable to the market and the mer- 
chant. These patterns of stratification and their institutional ramifica- 
tions, though legally eliminated and in some measure socially repudiated - 
since 1789, have remained unevenly but widely diffused in the social 
structure of modern France. 

Many of these so-called “feudal” patterns /were aroonsnioteed by 
institutions subsequently associated with ‘the centralized monarchy and 
its attendant aristocracy. From this epoch we might select for our pur- 
poses those patterns that institutionalized national power and national - 
glory as ultimate ends of the social effort. Spelled out in terms that 
emphasized the army, the state, the church, the court, the arts, these 
patterns extended the prestige.of crown and court to the elite services— 

military, diplomatic, judicial, and financial—and gave important'social __ 
- recognition to the professions and the arts. Business activity tended to 
be judged and regulated in terms of its relation to the ends of national 


_ power and glory, and came in significant degree both to fear an irre- 


sponsible fisc and yet look to the state for direction and protection. 
, Even a-Colbert was unable to raise the prestige of trade against an 
- aristocracy that elaborated the privileges and vanities of rank as its 
- functions diminished. The tastes and habits of this increasingly self- 
_ conscious elite spread patterns of consumption favoring personal serv- - 
ice, the chateau, leisure, and the graces, and giving prestige to the 
skills of the craftsman, the individualized product of high excellence, 
the personal relationship in production and exchange. 

Over and against these patterns there had grown up during the cen- 
- turies since the.revival of trade and the towns another set of institutions 
associated with peasant ownership, petty-bourgeois commerce, and bour- 
geois thrift. Breaking through in the French Revolution, these patterns 
have become established in France to a degree probably unequaled any- 
where else in Europe. The political and social boldness of the revolu- 
tionary ideology and settlement was matched by an economic caution. 
It enshrined the little man, the little economic unit, the little economic 
aspiration. The lower middle classes—artisan, tradesman, petty official 
.—mightily reinforced by the establishment of a system of peasant pro- 
prietors, have written their goals and interests into the institutions of 
the Republic. While many of these patterns have naturally been favor- 
‘able to capitalism, the cluster on which we are here focusing—the in- 
stitutionalization of the'small unit, in the peasant farm, the craft Shop, 
the boutique—has in its turn established patterns unfavorable to indus- 
trial development. These are visible in all fields—primary, secondary, 
and tertiary. 
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' Broadly speaking, institutional survivals from this historical past 
~_have operated against economic development in two main ways: First, 
by sustaining a range of rigidities to the free flow of men and resources . 
obstructing the full exploitation of productive techniques; and, second, 
~ by focusing the efforts and aspirations of men in greater méasure on 
goals and values other than those -of: increasing material welfare. -` 
(Whether this be good or bad is quite outside our immediate problem.)' ` 
Let us look at their effect on. various economic actors and. activities. 
At the upper end of the business scale these patterns of stratification 
- and social values have operated against aggressive and creative entre- 
preneurial exploitation of such opportunities as have existed—an effect 
of considerable economic significance, given the kind of private enter- 
prise economy still prevailing in France. They have limited entrance 
into business leadership, regularly: sending the elite of influence, in- 
~ tellect, and education into the professions, state’ services, and other 
careers outside of business, while significantly restricting access to the 
higher economic levels to those having the proper kinship connections. 
They have weakened ‘the. incentives to aggressive, innovating entre- 
preneurship and provided only limited social rewards to the successful 
self-made man (who, significantly, is not only assumed to have been a 
less frequent phenomenon, but typically has tried to hide rather than 
boast of his rise from humble origins). Moreover, a status system less 
oriented about business success and money income as a symbol thereof 
has partially undercut the force of the particular rewards that capi- 
talism had to give. Perhaps most fundamental of all, the French busi- 
nessman has never been able to identify himself with national goals— 
~ to share that sense of carrying forward a great social effort that has SO 
fortified his American counterpart. : 
Traditional patterns have also strengthened and legitimized tend- 
encies to the habitual, to continuing with old methods, products, and 
-customers, to remaining within the circular flow. The large range of ° 
French business that has remained family business has been typically 
preoccupied with assuring the status of the family over time, maximiz- 
ing security and continuity rather than any combination of more 
dynamic objectives. Inherited emphasis on,community and tradition 
have also provided a set of social attitudes favorable to “acts in re- 
straint of trade.” They have facilitated the practice of regulating an ~ 
industry or a market so as to preserve the community of producers or 
sellers—to each ‘according to his station—and have worked against the 
‘aggressive use,of competitive advantage, to a degree that has conspicu- 
ously” restricted the process of creative destruction so central to The 
Theory of Economic Development (Schumpeter). 


If the businessman and the cautious French investor have failed to 
} 


~ 


m d i Á] 
328 B AMERICAN ECONOMIC ASSOCIATION 


seek new combinations and the manufacturer to exploit the possibilities 


' of industrial production, their behavior is at least partially analyzable © 
in terms of the effect of social. structure on them and in turn on the be- ' 


' havior of French workers, customers, and retailers. 


At .the bottom of the scale, inherited patterns and bores have 


: operated to restrict the participation of the French working class in the 


process of economic development. Still living within horizons of a - 


divinely sanctioned Malthusianism, of a stratified social order in which | 


the masses of men were forever to live‘at the margin in inferior status, 
_. French’-workers have never really been able to conceive-of. the possi- 
-` bility of an ever expanding economy or of steadily i increasing worker 


standards of living. They have tended to cling to traditionalisms, to old | 


‘skills. and relationships identified with a given status, to particularistic 
attachments to place. and occupation. These patterns have strengthened 


familiar. ‘resistances. to mobility, to, the changes involved in. increasing: 


productivity, to the working of the impersonal market méchanism, to 
the demands of large-scale organization and industrialism. Inherited 
institutional patterns have also powerfully contributed to the’ funda- 


mental class antagonisms of modern France. Sharing in widely dif- | 


- fused anticapitalist - sentiments | deriving in part from feudal roots, 


offered limited chance of economic advancement as a class or of social ` 
_ mobility as individuals, often- resentful of their social inferiority i in the 


land of liberté,- egalité, fraternité, skeptical of ever winning a better 
' life within the given social structure, French workers have 1 in significant 
numbers repudiated the existing system. 


. Inherited patterns’ have also, profoundly affected the consumer and. 
the nature of the market in ways unfavorable to industrial develop- . 


. ment. The upper-class consumer, responding to a scale of values that 


gave highest prestige to luxuries, quality, individualized products, and . 


hand skills, has tended to resist the standardized outpouring products 
of mass production. Even in such an American staple as cigarettes, the 
producer and retailer ‘have had to recognize consumption: tastes reflect- 
ing traditional regional and class lines. Inherited consumption patterns 
-.. have also emphasized leisure and personal service rather than durables 


wm 


we 


and the newest factory-made gadgets. The French customer has resisted 
the invasions of ‘advertising and installment buying, and has shown a ' 


persistent preference for the personalized exchange relations he has’ 


- enjoyed with that extraordinary institution,.the typical French retailer. 


The large masses of consumers have not had the income to provide à 


~ much in the way of effective demand and have themselves tended to 
live within traditional class eee lines even when Ezpericemg 
increased prosperity. 

French commerce ves never developed the kind of distribution ‘Sys- 
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tem organized about the principles of volume and turnover necessary 
to exploit the potentials of industrial production. To this result social 
—. patterns have significantly contributed. In the traditional scale of things, 
` retail trade had the lowest prestige of all the major forms of economic 
activity, and the business of catering.to the popular purse has rarely 
drawn resources or enterprise. Meanwhile, under the Republic the 
small retail outlet has been institutionalized as a symbol of petty- 
bourgeois independence. Its cautions, conservatisms, inefficiencies, and 
utter disinterest in volume, cost analysis, or the whole merchandising 
operation have choked the channels of trade for as long as it has 
charmed its customers. Politically strong enough to check: the spread of 
chain and department stores, protected by law, habit, and ideology, its 
reign still seems unchallenged. 

Finally, in agriculture, land holdings in parts of France divided to 
this day into small scattered strips of medieval origin testify to the 
grip of the past. The French peasant shed little but his seigneur and 
his dues in 1789; his attitudes toward land, family, status, and con- 
tinuity changed little. These patterns have made for an intensified 
traditionalism, a resistance to new techniques, to large-scale agriculture, 
and rhechanization—a tenacious clinging to Jand held over generations 
even under conditions of rural poverty. The revolutionary settlement 
institutionalized a system of peasant proprietors that has to this day 
kept surplus labor on the land and protected small, unprogressive units 
that are at once economically inefficient and politically invulnerable. 

Other examples could be cited: in accounting practices, tax evasion, 
investment habits, the particular importance of minorities in economic 
life. Perhaps, however, even so generalized and incomplete a discussion 
has been able to suggest ways in which inherited institutional patterns 
have influenced economic activity and major economic actors—entre- 
preneur, investor, worker, consumer, retailer, farmer. In isolating here 
the factor of social structure we are not, of course, asserting its primacy 


in the social process or its adequacy as an explanation of the lag in- 


French economic development. Resources, markets, war, for example, 


remain fundamental. We are insisting only on the direct relevance of, 


the total social structure to economic activity, and on the need of its 
further analysis.in relation to economic processes if we are to get at 
the big questions of economic progress. 
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EXPERIENCE OF UNITED STATES PRIVATE BUSINESS 
IN LATIN AMERICA 
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I believe I should make it clear at the outset that what I have to say 
- about industrial and general economic development in Latin America 
and the experience of American investors in that area is from an eco- 
nomic rather than a military or strategic viewpoint. We all know that 
when our very existence as a free people is threatened by ruthless 
aggression, decisions may be made and defense measures may be taken 
` that have little or no api to sound economic theory or normal busi- 
, ness practice. | 
. I do not suppose there ever has been a time when the people of a 
ney nation have been so concerned about the welfare and progress of 
other lands and peoples as have been the people of the United States 
_ in recent years. In the days prior to World War II, such far-reaching 
projects as thé Marshall Plan and the Point Four program would have 
' been unthinkable. We then were painfully working our way out of`a 
prolonged economic depression; and oúr, own troubles were- too en- 
grossing for us to be greatly concerned about the difficulties of others. 
- During those depression years, our foreign loans and foreign invest- 
- ments were not the popular topics of conversation that they are today. 
Our experiences in international finance had not been particularly 
‘pleasant; and no one, in his wildest imaginings, could have foreseen - 
that this nation, after fighting a war that left it with the heaviest debt 
burden in all history, would willingly undertake i a program of world- 
wide relief and economic assistance, costing 28 billion dollars in\ the 
. space of five years; nor would anyone have believed that political 
groups that had soundly berated American financiers for “forcing” 
loans and investments upon unwilling recipients and had accused them 
' of exploiting the underprivileged would soon be asking these same in- ' 
vestors to expand their foreign commitments. 
. But first let us take a little excursion into the past so that the ex- 
periences and attitudes of our present- -day investors may be seen in 
proper perspective. Let us go back, in memory, to the reckless, carefree 
days of the twenties—to the days when our national debt was below 
20 billion dollars—-to those far-away days when we enjoyed the exhilara- 
- tion but had not learned of the headaches that were to come in our new 
role as a great creditor nation. We had emerged-from the first world - 
conflict, victorious; rich, and powerful. We had worked hard and paid . 
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off. many of our debts, We had saved our money, accumulated capital, 
and had built for ourselves the most productive industrial machine the 
..world had known. We had productive capacity in excess of our domestic 
needs, and international markets were eager for our goods. Outside of 
the familiar tariffs, there were no trade or exchange restrictions; and- 
the term “dollar shortage” had not appeared in:our financial lexicon. 
_ Some of our customers did not have ready cash, but if they were short 
~ of money, we were only. too happy to supply it by extending new loans’ 
_and investments—for we were an international creditor and, in’ this 
respect at least, we were determined to act like one. . 
“ We were aware, even in those days, that international loans and in- 
‘vestments were not without an element of risk; but it seemed to inves- 
` tors that they were fully compensated by the relatively high rate of 
return. ‘They had yet ‘to learn that no yields could be high enough to 
measure the dangers of debt repudiation; and no dividends could be 
large enough to offset the threat-of total loss of property through expro- 
priation. It is true that there were then, even as there are today, a few 
kill-joy economists and businessmen who wondered whether we were 
not lending and investing too much, too fast. They wondered whether 
‘nations in the very early stages of their industrial: development could 
readily assimilate new capital in the magnitude in which we were offer- 
ing it. They wondered whether some of the loans would be sufficiently 
productive to develop the revenués and the foreign exchange with which 
to service‘them. They wondered whether countries whose people did - 
not possess the minimum requirements of food, clothing, and shelter 
were justified in borrowing money, for luxuries and nonproductive proj- 
-ects. They were worried by mounting evidences of monetary and price 
inflation; and they wondered whether the foundations of our interna- 
tional credit structure were sufficiently solid to withstand the shocks — 
that must accompany the next turn of. the business cycle. But sil were 
as voices crying in the wilderness. 
It was during the prosperous years of the twenties which, in many 

_ ways, SO closely parallel our recent years of postwar prosperity, that the 
greatest expansion occurred in our private foreign investments. In the 
investment field, too, there were excesses—for, the “new era” psychosis 
was no respecter of persons. In every period of inflation, the old eco- 
nomic landmarks tend to become blurred and indistinct: During the 


. . twenties, foreign properties were acquired at prices which bore little — 


resemblance to sound values or demonstrated earning power; and the 
romantic appeal of far lands and strange places led many to invest in 
foreign enterprises who had neither the experience nor the adaptability 
required. Nevertheless, most of the direct foreign investments of Ameri- 
can businessmen were made for sound, productive purposes; were ad- 
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ministered by men of technical ‘competence and executive ability; and 


were of real benefit to the people of the recipient countries. During the 


\ 


- international. trade, and: financial: markets, were infinitely greater 


' twenties, billions of United States dollars were invested abroad—much 


of it in Latin America—in the extractive industries (in copper, petro- 


i leum, and agricultural development), in transportation, electric light 


and power, and in general manufacturing. The productivity and use- 
fulness of these private, direct investments stand in sharp contrast to 


tem 


that, were floated: for. pone r purposes.and were dissipated in 


waste and inefficiency. i à 
The American businessmen who sees the Fordin investment field 


prior to 1929 were no better prepared for the economic upheaval of - 
the thirties than were their counterparts in the domestic field; and their j 


problems, resulting from the world-wide collapse of’ commodity prices) 





complicated as they were by currency depreciation, foreign exchange 


‘controls, trade restrictions, and, in many countries, the rise of extreme 


Whatever ` romance had. attached. to ren kremai quickly 


_ vanished under these-new and unexpected developments. For many of 
_ the new enterprises, it. was no longer a question of profits but of sur- 
vival. Some were economically unsound or inadequately financed’ and- , 
quickly fell by the wayside; ‘but the majority that were soundly con- 


ceived and capably administered-were able to trim their sails, adapt 
themselves to the changed situation, and ride out the storm. In all cases, 


» the-immediate loss in market valie: and in income to the investor was 


ks 


~ 


- the dismal record for many of the huge government loans of that period ” 


_ nationalism resulting from: the haman tendency to ae the oe | 
for the national misfortunes., j 


very substantial. Although the stronger companies gradually recovered 


their earning power, thé glamour was gone, and foreign loans and in- 


vestments remained in disfavor until the end`f the second World War. > | 


I am not trying.to assess the blame for the losses suffered by Ameri- 


can investors during those depression years, Certainly the fault was | 


not all on one side. Nevertheless, instances of deliberate mistreatment - 
and outright discrimination against American investors were sufficiently 
_ frequent. and the foreign exchange’ difficulties were sufficiently pro- 


-longed to make many of our people extremely wary of any invéstment - 


bearing a foreign label—and this wariness still exists. 


How can we account for the present, emphasis on measures to over- 


come the investor’s reluctance to employ his capital i in foreign countries 


—particularly in Latin America, which is the area with which I am con- 


cerned. I believe that there are sound reasons why an increased flow | 
of private capital to Latin America is to be desired, provided the capital | 
is employed for productive purposes and on an economic basis. The .. 


” mutual interdependence of the American republics ‘was clearly demon: 
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i \ 
strated in the last war when our ability to supply our allies, while tak- 
ing care of our own military and civilian needs, depended, in no small 
measure, on a continuing supply of minerals, fibers, foodstuffs, and 
other materials from Latin America. It is significant that the production 
' of many of these materials was pioneered and financed by American 
private investors; and that the present ability of our nation to out- 
produce the' forces of aggression in this, the time of our greatest peril, 
again depends to a considerable extent upon a continuous and mete 
ing flow of these materials from Latin America. 

In peace or war, one of the strongest reasons for favoring the ex- 
pansion of our private investments abroad is the increase in foreign 
productivity which they foster. The entire Latin- American area abounds 
with practical examples-of the increased productivity, the enhanced 
earning power, the higher living standards, and the improvements in 
health, sanitation, and education that have occurred where a fair op- 
portunity has been provided for the entry of American private capital, 
with its, experienced management and advanced techniques. The areas 
of economic stagnation, on the other hand, usually coincide with a lack 
of American private capital. investment. 

Every individual in Latin America or elsewhere whose productivity 
can be raised above the subsistence level becomes a potential consumer 
in the commercial sense. Every person with a peso in his pocket after 
providing for his minimum living needs can, with others of his kind, 
make his presence felt in the markets of the world. Higher living stand- 
ards are to be desired for business as well as humanitarian reasons; and 
the wider opportunities which come with productive investment can 
mean more customers for American goods, more jobs for American 
labor, and closer commercial and cultural ties between our own and 
foreion countries. 

These are all sound reasons for encouraging additional private in- 
vestments in Latin America. We also hear a great deal about our re- 
sponsibility as a nation and as private investors to countries in the 
earlier stages of their industria] development; and great stress is laid 
on the importance of an outward flow of investment capital as a bal- 
ancing factor in our international payments. It is said that we must 
export capital and, since we must, it is better to expand our private 
foreign investments than to accept the alternative of a continuous pro- 
gram of foreign loans and gifts by the United States Government. 

This argument, standing alone, does not greatly impress me. Leaving 
aside the question of the long-term effect on our balance of payments, 
which is debatable, let us consider what motivates an American busi- 
nessman in making a foreign investment. While he cannot be oblivious 
of the larger picture, you may be sure he does not invest with any 
thought of redressing the international balance of payments, or of ful- 
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- filling a real Or imagined responsibility toward other countries and ° 
peoples. The prospective investor, in most cases, is a large corpora- 
tion; and the officials who make the decision are very conscious of 
their responsibilities. It is not their money that is at stake but the sav- 
ings of thousands of individual stockholders, the real owners of the 
; corporation; and they will hold strictly accountable any of. a officials 
who are unfaithful to their trust. 

It seems to me that the situation should be much the same when the 
funds involved are public monies, and the officials responsible for theit 
expenditure are our elected representatives. All of us, in a sense, aré 
stockholders in our country; and we should hold our government offi- 
cials strictly to account if we do not get value received from our tax 
dollars. If a foreign loan or investment is fundamentally unsound and, 
as such, is rejected by private investors, it becomes no less unsound 
when the decision is made in Washington rather than in New York or 
_ Chicago. Please do not misunderstand me on this point. I am not con- 
-` demning, out of hand, all government loans and our entire program of 
foreign aid. But the burden of proof as to whether this vast outpouring 
of our national wealth is worth while in terms of real benefits to the 
American people should be placed squarely on our government officials 
who make the decisions and appropriate the funds; and they, in turn, 
have every right and duty to hold the recipients to strict standards of 
performance. : 

It cannot be urged too strongly, nor repeated too often, that if eco- 
- nomic development abroad is to proceed upon sound, practical lines, 
. the major role must be preserved for private enterprise, not govern- 
ment. Foreign countries should be under no illusions as to the ability or 
the willingness of our government to supply the limitless capital require- 
ments of the world’s industrially-retarded areas. We should be particu- 
larly frank about our present situation, burdened as we are by an ever ` 
increasing load of debt, menaced by a surging inflation, and faced with 
incalculable expenditures for defense against Communist aggression. It 
- will require all our efforts to maintain the national solvency and avert 
an economic collapse that’ would benefit no one but our enemies. It 
should be made clear that the United States Government has no inten- 
tion, now or at any other time, to provide funds for development proj- 
ects for nonmilitary purposes in countries where the shortage of capital 
is due to failure to provide an economic environment conducive to 
domestic capital formation and attractive to foreign investment. 

We need not hesitate to be outspoken in these matters. It has been 
my experience and observation, as a representative of an American 
company with large investments in eleven Latin-American countries, 
that candor is always appropriate; and good will is not lost by frank- 
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ness so mùch a8 by well-intentioned aaa and the crëation of popes . 


. that cannot be fulfilled. 


m 


In the spring of 1949, I attended a meeting of the Economic Com- 
mission for Latin América at Havana, Cuba. As at all meetings of the 
kind, the promotion of industrial development‘and its financing were the 
principal topics for discussion and at one of the sessions the representa- 
tive of the International Bank for Reconstruction and Development 
made an excellent presentation of the Bank’s viewpoint. He pointed out 
that the role of the Bank is, at best, an auxiliary one; that deyelopment, 
in the long run, cannot be financed by debt—much less by foreign debt; 


that reliance must be placed, first, on local effort and resources and, so 


far as foreign financing is concerned, principally upon direct invest- 
ments by private capital. The Latin-American members of .the Com- 


mission were deeply disturbed by the implication of this statement, and- 


several of them rose to protest the futility of relying on private invest- 
' ment to meet their countries’ development needs. Several professed to 


-be at a, loss to understand the reluctance of private investors in the 


United States to increase their Latin-American investments; and there 
was considerable criticism of the failure of our country, with its (sup- 
posedly) huge surplus of investment capital, to make a more auae 
contribution to Latin-American industrial advancement. 

My status at the Conference was that of a consultant, representing 
the National Association of Manufacturers, and, as such, I was not ex- 
pected to take an active part in the official sessions. It seemed to me, 
however, that if there. were a -purpose in my attending the meeting, 


it would be to present the investor’s viewpoint; and at this point in. 


the discussions, a,frank statement was sorely needed. Accordingly; I 


. requested an opportunity to address the meeting. I am going to tell 


you some of the things I said on that occasion, not that it was a particu- 
larly good speech nor an eloquent one, but because it was sincere, and 
because it illustrates my point in regard to candor in our business and 
political relations with Latin America. 

I began by. asking the delegates whether they themselves would will- 
ingly invest money in any enterprise, at home or abroad, unless there 
were good prospects of earning a satisfactory return, in a currency they 
could use. I emphasized that, with economic freedom, private capital 
will flow toward those countries where the greatest opportunities exist 
-for its safe and profitable employment. I pointed out that the United 


States, like the other American republics, i is a free enterprise country— ` 


that the American private investor is a free agent and his decision as to 
_whether to keep his money at home or to invest it abroad in country A 
or country B will be dictated only by his common sense and business 
sndsent: If, as stated, North American private. pains had shown 


m 
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constructive to list some of these barriers and consider means by which 


= they might be overcome. 


. One of the. most. important. barriers, I said, aan one which | is not 


often referred to in meetings of that kind is the investor’s lack of con- 


fidence in the political situation. There can be’ no question but that. a 
record of repeated political upheavals and sudden changes in govern- 


‘ment by undemocratic means, often resulting in a new government 


~ which disregards previous agreements with investors, tends to frighten 


` new ‘capital which otherwise might be productively invested. 


. I mentioned as a second major reason for the apparent hesitancy a 
our investors their general lack of confidence in the foreign exchange 


situation. Most of the Latin-American countries have had long-term 


records of successive currency devaluations. “F oreign businessmen who 


_ made their original investments prior to.1930 Have seen local currencies 


` a 


depreciate by 75 per cént or more in‘terms of United States dollars. 


_ This entails a serious. loss to investors and makes it extremely difficult, - 


if at all possible, to earn a reasonable profit on the funds originally in- 


í vested. The historical record also shows that there have been recurring 
’ periods of dollar.exchange shortages, when exchange has not been made 
available to service North American investments. : 


I explained that, fundamentally, the investor is not. a salies and 
wealthy corporation, but many, individuals i in all walks of life who need 
to be assured of.a steady income from their savings. 


. T mentioned, as a third major reason for the lack of investor confi- 


deae. the trend toward extreme nationalism which, in some countries, 


~ has resulted i in expropriation of foreign-owned | property without proper 
compensation, and in restrictive legislation directed against foreign — 


enterprises and foreign personnel. 
After mentioning these obvious reasons for reluctance to invest in 


certain Latin-American countries, I conceded that the fears of some in- 
. vestors might. be-due to lack of precise knowledge. of conditions actually 
existing in specific situations. Certainly not‘ every Latin-American | 


country has had a bad record: in dealing with foreign capital. Invest- 


ments in certain countries, over a period of years, have proved to bė as: 
profitable and ‘as Safe as similar investments in the United States. Un- 
` fortunately, however, many of these fears’ are well founded and are 


based on unhappy experiences that may ‘of. our investors aed 
have suffered. 
Finally, I felt it was necessary to ee the point that, while certati 


Latin-American countries might not be receiving foreign investment. 
capital, it was only fair to observe that, in these same countries, neither 


} i 


~ 


` reluctance to move to Latin America, then there must be practical or - 
? psychological barriers impeding its flow. I suggested that it might be’ 


t 
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was local capital being invested productively. People of wealth were 
keeping their capital liquid, or were exporting it because of distrust, 
whether justified or not, of the economic or political situation. I asked 
how foreign capital could be expected to venture in such situations, and 
I expressed my conviction that, if conditions were provided which 
would attract local capital into private industry, foreign capital would 
also be attracted—always provided that the countries’ exchange re- 
ceipts and payments were in proper balance, so that exchange could 
and would be provided for service on these investments. I concluded 
by saying that I agreed with the statement of one of the Latin-American 
delegates, that the provision of guarantees is not enough to assure that . 
foreign capital will be attracted to an underdeveloped country, and 
that, in my opinion, far more important than any guarantees, is the 
establishment of a record of consistent fair treatment of foreign enter- 
prises and a history of profitable operations for such enterprises over a 


_ period of years. 


I must confess that I had some misgivings as to the reception my 
remarks might receive, although they were made earnestly and in all 
good will. However, I need not have been concerned. Several of the 
Latin-American delegates spoke to me after the meeting and thanked 
me for my statement. A local newspaper editor, who had listened in- 
tently when I was speaking, left the press section to express his appre- — 
ciation for what I had done to clarify the issues, and then he said some- 
thing which was very significant. He said: “You have told us some 
things today that we need to hear but seldom, if ever, do hear in these 
international meetings, which too often deal with generalities rather 
than practical problems and specific remedies.” I am pleased to say 
that not only his newspaper story but the reports carried by most of the 
Havana papers were written in friendly vein and with no effort to 
minimize the seriousness of the questions [had raised. 

If I seem to dwell overlong on this matter of frankness and candor, 
it is because I am so convinced of its importance—both in our business, 
and in our political relations. People who have visited Latin America — 
recently and know the area well are deeply concerned about the deteriora- 
tion in our national popularity. The reasoils, I believe, are quite simple. 
We never took the trouble to offer an adequate explanation for our 
concentration on European and Asiatic matters following the war. 
Latin Americans have never understood the Marshall.Plan and why 
their countries received so little of the postwar economic aid we spread 
over Europe and Asia with so lavish a hand..First the Marshall Plan ~ 
and then the Point Four program were oversold to the Latin-American 
people, arousing hopes that were not to be fulfilled. The recent em- 
phasis that ‘we have placed on Southeast Asia and on African develop- 


pm 


338 í AMERICAN ECONOMIC ASSOCIATION 


- mént in our Point Four thinking has disturbed them ma sincè they l 
. regard these areas as their competitors in world markets. 


Latin America has never understood our foreign loan policy. On .. 
a recent trip to Latin America I heard the complaint, time and again, 
that the United States had neglected its friends but had gone out of 
its way to extend loans on favorable terms to countries whose records 


_ in recent years have not been friendly. The Gillette coffee investigation 


has been the source of a great deal of bitterness and misunderstanding; 
and there are many other sources of friction that could be relieved if 
adequate attention were given to this problem. 

Our businessmen in Latin America, also, have given too little thought | 


- to their public relations. They have seldom takén the time to defend 


themselves against the shopworn charges of foreign exploitation that 
are the stock-in-trade of communist agitators and irresponsible politi- 
cians. They have not told the real and inspiring story of progress and ` 
worth-while achievement to which they have contributed so largely with 
their investments, their enterprise, and their social outlook. American ` 
businessmen have every right to be proud of what they have accom- 
plished in. Latin America, under a variety of handicaps; and they need - 


.apologize to no one for the financial rewards that may have come to 


them along the way. | 
As a matter of fact, even in these postwar years the average rate of 


~~ return on the direct investments of Américan business in foreign coun- 


tries is only slightly in excess of earnings on similar investments in the 
United States; and very much less than the returns earned. by Latin- . 
American businessmen in local industry and commerce. 

I believe I should say, in passing, that the high return re by. 
local investors is one of the most serious obstacles we encounter’ in 
seeking to finance the necessary expansion of the electric power indus- 
try in Latin America. The consumption of electricity is growing at a 
fantastic rate and our industry is one which requires huge amounts of 
money for capital investment. The interests with which I am connected 


_have had to spend some 160 million dollars since the war on new con- 


struction, and we are faced with the need for even. greater expenditures 


' to-meet demand during thf next five years. Finding the necessary 


‘dollars for the 40 per cent of our construction costs represented by 
. equipment purchased in this country is a difficult problem; but it is 


not as difficult as financing the 60 per cent of local currency expendi-. 
‘tures. We are devoting a lot of our attention to the development of 
“capital markets in the countries we serve, not only. because we have 
this serious financing problem, but because we thoroughly believe in 
the principle of sharing the ownership of our subsidiaries with the 


- people of the communities a, serve. 
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„Countries in the earlier stages of their industrial development do 


“not have the accumulations of capital nor the active capital markets 


that are characteristic of the industrial nations, However,.as various — 
recent economic studies have pointed out, many of the Latin -American. © 
countries are not taking full advantage of their potentialities for domes- 
tic capital formation. Partly. due to the inflationary situation; savings 
are not as high as they should be and are not being channeled into 
productive. enterprises, This is true both of the voluntary savings of 
the relatively small high-income group and the compulsory savings of 


_ the general public; effected through taxes and social security funds. 


Latin Americans-have a traditional preference for investments. in real 
estate and commerce, and á high percentage of both private and public 
savings has gone into housing—in many cases into’the construction 
of office and residential buildings for the high-income groups. 

Our efforts to interest local people in the securities of our subsidiaries | 
are further handicapped by the relatively low rate of return that can 


- be earned on such investments, as compared with commercial under- . 


takings, for example, where profits are much higher and the investment ` 
is turned over more quickly. 

The financing of necessary expansion is only one of our problems as 
a large investor in-public utility enterprises throughout Latin America. 
Over the past twenty years, we have experienced our share, and more, 


_ of the exchange difficulties, political complications, and nationalistic 
_ excesses that have tended to detract from the appeal of foreign invest- 


ments; and we have had other problems of rates, franchises, and gov- 


ernment negotiations that are peculiar to the public utility business. 


With all this, we have done what’ we can, consistent with economic 
reality, to provide adequate and satisfactory service. Despite the huge 
sums that have been invested, many of the areas we serve are still 


_ deficient in electric power supply, and this situation is general through- 
out Latin America. In the last analysis, however, the large additional 


capital investment that is required in our industry and others can be 


justified only as conditions are established under which new invest- 


ment can take place on an economic basis—-one which will hold promise 
of producing a fair return to the investor. The countries that are able 
and willing to provide these conditions are the countries whose eco- 
nomic progress will be.most rapid. 

At a recent. Washington conference—attended by people in govern- 
ment and_private business—one of the government officials, in dis- 
cussing the capital needs of Latin America, expressed his disappoint- 


ment at the reluctance of. American businessmen to finance a larger 


part of these needs, and strongly implied that if private capital did not 
meet this challenge, government would do the job. Here, again, was 
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the inference that private investors had ia hele willingness to venture: 
| and were forfeiting to government their position in the foreign invest- 
ment field. This viewpoint, a fairly common one in some circles, is at | 
variance with the experience of the International Bank, whose greatest 

- difficulty has been to find loanable projects. As an official of that insti- 
tution recently stated: “The fact that the Bank has not. been able to 

: invest large sums of money for development purposes is due primarily | 
_ to the surprisingly few well-conceived and well-planned projects which~ . 
_ have been brought to us . ~. perhaps the most striking lesson we have , 
learned is how limited is the ability of all underdeveloped country mem-. . 
` bers ‘to absorb capital quickly for really productive purposes.” 
The experience of the International Bank does not indicate that . ` 

: private capital has been missing many real opportunities in the foreign 
‘invéstment field. The direct investments, of American private capital - 
in Latin America since the war have greatly exceeded the total of gov- 
ernment loans and crèdits to that area, and have increased at the rate 
of about 350 million dollars per year during the past four years— 
this compared with a net decrease in direct investments during the 

` Aor years immediately preceding World War II. I believe that this 
~ reflects a genuine improvement in the attitude of the Latin- American’ 
people and of their governments toward foreign enterprises. 

Throughout Latin America, there is a growing awareness of the need 
for foreign. capital and foreign technical experience; and many coun- , 
‘tries have taken definite steps to encourage new investment. This chang-.- 

ing attitude has been given practical effect in legislation: providing for 
improved: treatment for foreign capital, particularly: in the foreign ex- - 
change field. Foreign exchange difficulties have been the principal de- 
terrent-to foreign investment. in Latin America; and nothing ig more `.. 
_ effective in attracting new foreign capital than a demonstration of . 
favorable exchange treatment for the capital already, invested. ; 
The improvement in the dollar exchange situation. during the past ~ 
yéar has.materially enhanced the ottlook for foreign investments.. The 
_ rise in commodity prices and the increased demand for Latin-American 
` products resulting from the-emphasis on rearmament will further in- 
crease the dollar exchange receipts of. these countries; and so long as 
the threat of war continues and the Latin “American nations remain 
outside. the areas of ‘conflict, they will continue to be ee sources 
of strategic minerals and other. essential materials.. ; 

I believe.I should not conclude without some alerce to the Point 
Four program, which is of such great interest’ to the people of Latin 

.. America and to Américan private investors with interests in that area. 
Opponents of Point Four have expressed the fear that it might lead 
toa greatly einen program of government- ae lending 
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which would place government in competition with private business in 
the countries receiving assistance. However, the legislation recently 


. passed by the United States Congress places emphasis on “encourging 


the exchange of technical. knowledge and skills and the flow of invest- 
ment capital to countries which provide conditions under which such 
technical assistance can be used effectively”; and the Act clearly states 
that it is the policy of the United States that requests of foreign gov- 
ernments for Point Four aid “shall take into consideration whether 
private capital is available, either in the country or elsewhere, upon 
reasonable terms and in sufficient amounts to finance such projects.” 
It is to be hoped that the Point Four program will be carried out in the 
spirit of these provisions, and that private investors will be encouraged 
to continue the excellent work they have been doing in helping to de- 
velop the resources and build up the industries of the Latin-American 
countries. The new investment treaties, of the type recently negotiated 
between the United States and the Republic of Uruguay, and the tax 
treaties that our State Department is endeavoring to conclude with a 
number of Latin-American countries, hold promise of being helpful 
to this end. 

I have a great deal of faith in the future of Latin America and I 
am sure that ‘its economic and social development will continue to go 
forward. This does not mean rapid industrialization in all cases. The 


evolution of a country from an agricultural and raw material economy 


to the industrial stage is not a matter of a few years but of decades 
and generations. Some countries. will. never become highly indtstrial- 
ized; and there is no logical reason why all nations should be. Indus- 
trialization per se is not the answer to all the ills that man is heir to; 
and it has yet to be demonstrated that all men, everywhere, are neces- 
sarily happier or better off when working at industrial pursuits. The 
world is becoming more and more specialized; and I have no doubt that 
some areas in Latin America, as in North America and elsewhere, will 
always find it to their advantage to concentrate on the production and 
sale of primary raw materials and agricultural products. 

Many of the Latin-American countries, however, will continue to 
grow industrially. As in our own industrial history, it is inevitable that 
mistakes will ‘be made and that progress will not be all in one direction. 
All the available evidence, however, would indicate that if the major 
responsibility is assumed by private enterprise, the mistakes will be 
fewer and less costly. 

I think the day is past, and happily so, when our pesna would 
invest in almost any foreign project, no matter how speculative or how- 
ever inadequate the safeguards, provided that the immediate return 


seemed high enough. Most of our present-day investors have been 
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en the mill: and it is naive to expect them to blithely send their 
capital upon romantic excursions to far-away places with no assurance 
‘of a safe return. 
‘There is a verse in the New Testament which serves- to point up the 
practical side of the investor’s problem. It reads like this: “Which of., 
you, intending to build a tower, sitteth not down first and counteth the 
cost, whether he shall have sufficient to finish it.” I-trust that I shall not 
be considered sacrilegious if I paraphrase this to read: “Which of you, 
intending to build a plant in Latin America, would not first sit down, 
and' count the cost, whether he shall be able to an it and, thereafter, 
operate it economically. u 
I have said that, where it is free to move, P captal will go 
anywhere where its owners are convinced it can be employed safely 
and profitably. I am sure that our American businessmen havé not lost 
their initiative and their vision. If a sincere attempt is made by both - 
business and government to create the necessary atmosphere of con- | 
fidence and good will, American private capital will continue to flow to 
Latin America for investment, purposes and contribute to the steady 
progress that is being made by the Latin-American countries toward 
sound economic development and ever bigher standards of living for 
their people. 7 ; l 
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THE POPULATION OBSTACLE TO ECONOMIC 
| ee | BETTERMENT . 3 


By JoszpH. J, SPENCLER 
_ Duke University ` 


4 


“The sire of gods and men, with hard poan i 
F orbids our plenty to be bought with ease . 


Virgil, Georgic I 
“When goods increase, they are increased that ` 
/ eat them;..? 

Ecclesiastes, 5.11 


The population factors is only one of the many by wick the'course 
of human betterment is affected; but it ‘is one of the most important. 
Of this we have evidence in man’s frequent maniféstation of concern ' 
. lest population grow too much or too little to maximize some variable - 
in which he is interested. 

If we would-discuss economic betterment nemine we must 
choose an index suitable to reflect its course. Of the indices available, 
the most satisfactory appears to benet output per capita per time 
period, for this-index is both a summary measure of many elements 
after which man aspires and an end result of that process of techno- 
logical and industrial change which has transformed the economies of át 
` least a quarter of the world’s population and raised its levels of living 
far above the Oriental plane found almost everywhere two centuries 
ago. We shall make use of this index, therefore, though without imply- . 
ing that it is, of necessity, highly correlated with that i inner state known 
as ‘physiopsychic well-being. 
` This paper consist of four parts. The. first meat of the determinants, 
of economic betterment; the second, of prevailing population trends; 
and the third, of the. nature of the improvement-retarding effects at 
population erowth. In the fourth part, a quantitative estimate of some 

of these effects i is attempted. ; 


I. 


The determinants of economic betterment, as represented by the 
movement of per capita real income, may be variously classified. For the 
purposes of this paper they are categorized on the basis of their sensi- 
tivity to changes in the population factor (i.e., to changes in population | 
' density, composition, or total), most sensitive being those included 

under A and least sensitive those listed under C: i 


-A.1 Ratio of a nation’ s labor force to its population. 

A.2 Productive assets in use per employed worker. 

A.3 The effectiveness with which economic activities are organized. 
x 


ma, 


So 4 


. ` C1 Social structure. . tie 
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A.4 Genetic composition of the population. 
B.1 International. exchange relations.. ‘ , | 
B.2 Ratio of the employed. portion of the labor forc to the total labor AN 


B.3 Extent to which occupational and spatial distribution of employed human and 
` nonhuman -agents of’ production is optimal in character. ` 


E B.4 Skill and efficiency of labor force, properties which reflect (i) the state of the in- 


dustrial arts and (i) the educational, scientific, , and cultural attainments of a. 
population. l 


3 
C, Zz Culture. - : Pa 1 i ' t 
D.1 Residual determinant. 

` Since the information available oe not peni us to show with pre- 


t ` 


cision how per capita real income responds to changes ineach of thesé 
determinants and how they in turn respond to changes in population, 


> 


we shall merely indicaté how population change affects per capita in- 
come through the medium of.some of the more sensitive of these deter- 


‘minants. We shall ignore A.4 dnd determinants listed under C and D - 
-and treat only incidentally some listed under B. 


‘A.i—the ratio of a nation’s labor force to its population—tends to, 
be most favorable when this population has become stationary under 


_ Western mortality conditions. For this ratio is conditioned by. (a)-the _ 


age composition | of the population and (by its'‘state of health. This 


ratio is most unfavorable to per capita output, therefore, in the under- 
developed countries where the age composition may be something like 
one-sixth less favorable than in the United’ States, and where, largely 
because of poverty due in considerable part-to population pressure, the . ` 
incidence of illness and disease is. much higher than in advanced coun- 


_ tries. If conditions “a” and “b”.were westernized, per capita income in 
~ underdeveloped countries might rise 20 to 30 or more per cent above 
. current levels, other circunistances remaining unchanged. wk 


Determinants A.2 and A.3, while of significance for all countries 


whose population has passed the i income optimum (in which category 


o fall most countries), are of greatest importance for. countries. which 
_are both overpopulated and-characterized by a high populátion growth 


potential. Respecting 4.2 and 4 .3 this may be said. (1) Output per = 


worker is highly correlated with the amount of productive assets in 
use per worker: (2) For this reason, and because’ the consumption of 
raw materials is highly correlated with national income,: population 


' +See my ‘Measures of, Population Maladjustment,” Proceedings of the Fourteenth Inter- = 


- _ national Sociological Conference, Rome, 1950-51. As is shown in this paper, the popula- 


tion optimum tends to be confused with the spatial optimum. There is no evidence to 


‘suggest that the population optimum has increased in- recent decades; but there is, as the 


analyses of A. Toynbee and ‘others suggest, evidence to indicate that the magnitude of 
what constitutes a viable o economic system has been increasing for some decades. 
If this inference be valid, consolidation of the many nonviable small systems into a 
small number of large viable systems would be accompanied by some alleviation of both 
consciousness of population pressure and concern lest numbers‘be growing too slowly. . 
Presumably, as A. Sauvy suggests’ (in Population et Richesse, Paris, 1949, pp. 34-35), 


‘_. consolidation of smaller units tends to. alter their mene optima. 
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growth eventually tends to make necessary recourse to natural re- 
sources which, because they are inferior or less accessible, cost more 
to exploit. (3) Population growth is accompanied, within limits, by 
economies of organization which operate to increase output per worker. 
(4) An increase in numbers makes for an increase in output per capita 
so long as (ceteris paribus) the increment in output per capita due to 
the increase in economies of organization consequent upon an incre- 
ment in population more than offsets the associated decrement (if any) 
in output per capita due to cost-increases in the extractive industries. 
(5) The population of a country may be said to be of optimum size 
when, given the cost of supporting the economically unproductive part 
of the population, the aggregate population is of the minimum size 
required to maximize per capita income in a manner compatible with 
the relevant rate of interest and the assumption that other conditions 
remain constant.’ 


*By unproductive population is meant that part of a population which, though it 
produces no income, must be or is supported by the productive population at some aggre- 
gate, variable cost C. The best example of an unproductive population is that sequesterable 
part of a population which is continually required to provide a nation’s military forces 
and which, therefore, includes women, children, and both retired and active military 
personnel. Since the determinants of the magnitude of this “unproductive” population 
are not describable with precision in a few words, we shall represent it by ~’ and the cost of 
supporting it by C = f(p’). Then the total’ population P may be defined as made up of 
p and p, with p representing the “productive” population. Let Y represent the national 
income which, by definition, is produced by f; y, the per capita income retained by 2, 
. which equals Y/P when k and C have zero values and (Y — C)/p when p’ and C have 
positive values; and y’, per capita production of income at ‘the’ margin; namely 
AY/Ap. If p and C have zero values and therefore p is identical with P, the population 
of optimum size is the smallest population associated with the condition of that y = y’. 
(The stipulation that the optimum be the smallest population compatible with this condi- 
tion must be made if the maximization of income through time is the desideratum since, 
other conditions being given, the smaller the optimum population, the smaller the drain 
on nonrenewable resources.) If, however, p° and C assume positive values, ‘the income 
~ retained per capita by p will no longer by Y/p but (F —C)/# which is less than ¥/p. 

-It will therefore be to the advantage of the productive population p to increase its magni- 
tude; for, although in the original position y and y were equal, in the new position y’, 
whose value as yet remains at the original level, exceeds y whose value has been reduced 
from Y/p to (Y¥Y — C)/p. The optimum size for p is attained when y’ and (¥ —C)/p 


again become equal. Whence, given the magnitude of p’, the optimum size for P may ` 


be defined as p’ plus the optimum size for p given by the fact that $ is required to sup- 
port ~’ to the extent of outlay C. Of course, it being given that p’ may feasibly be re- 
duced to zero, the preferred optimum is p(=P), with y = y’. If, however, for reasons 
of security or otherwise, p’ cannot be reduced to zero, it is to the advantage of p that 
its size be increased so long as such increase augments p’s retained income y, While this 
note has been suggested by A. Sauvy’s analysis (see op. at. p. 27), the concept of the 
cost of supporting the economically unproductive population component, if any, has been 
substituted for his concept of “general expenses.” 

*That the optimum is affected by the relevant rate of interest è may be illustrated 
as follows, it being assumed that C and p’ as defined in the preceding note have zero 
values, Let W represent productive assets in use; Y, national income; P, population; 
and y, per capita income Y/P, Now suppose an increase AP in population requiring an 
increase AW in W such that the assets/population ratio is unchanged from its initial 
W/P value. Suppose further that increment AP in population is accompanied by Ays 
an increment in y due to increased economy of organization and Ayr, a decrement in y 
‘due to increased costs in the extraction of raw materials. So long as W and i may be 
ignored, whether increment AP is economically advantageous turns on whether Ayo is 
greater or less than Ayr. But W and i may not be ignored. The increment PAy in the 
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It follows that the attainment by a country’s population of a magni- 
-tude in excess of the optimum is an important deterrent to that popu- 


lation’s economic betterment. This conclusion is reinforced by the fact __ 


that nations whose populations have passed the optimum seldom are’ 
‘again presented with an opportunity to halt their population growth 


when their numbers have moved into the neighborhood of the optimum. . 


For it is difficult to reduce an actual- population in magnitude. until it 
has attained optimum size; and it is rare that circumstances so change 
as to increase the magnitude of the optimum beyond that-already at- 
tained by the actual population. The task confronting ‘overpopulated 
nations, therefore, is not that of striving after an unattainable optimum 


but that of doing whatever is necessary to increase their per capita 


income levels even though their numbers are too great. This task in- 


cludes the prevention of further population growth, however, for rea- 


ra 


sons to be indicated and becatise such stimulus as population growth | 


sometimes gives to invention, innovation, and progress, is at a mini- 
mum in countries where density of numbers and lowness of per capita 
income occur jointly. 

Let us turn now to determinants B.2-B.4, While one may, under 
given circumstances, accept the thesis of the stagnationists, it is none- 


theless apparent that only under certain institutional conditions does ` 


a low or a negative population growth rate make for unemployment. 


_ Presumably, an analogous argument may be made in respect of coun’ 


tries where great population density, together with continuing popula- 
_ tion growth, appears to be producing unemployment. Regional and 
= occupational differences in the rate of natural increase may operate 
to prevent a country’s employed population from becoming optimally 
distributed in space and among occupations when these differences are 
not offset by social arrangements designed to secure an optimal distri- 
bution. Underutilization of labor of demographic origin appeats to be 
most pronounced in underdeveloped countries where there is consider- 


able agricultural overpopulation. Of importance also is the absorption © 


of capital by population growth. For, as will be shown, such absorp- 
tion reduces the rate at which the labor force ‘can‘improve its health, 
skill, efficiency, and material equipment. 


income of the initial population P, which accompanies the increment AP in population, 


entails an increment AW in the nation’s stock. of capital for the equipping of the incre- 
. ment AP in population. This increment AW entails an annual interest cost iAW. Accord- 
‘ingly, the initial population P will, find advantage in the increment Ay in its per capita 
income (an increment supposedly associated with increment AP in population) only if 
(PAy/AW) > i Of course, if the initial population P derives from AP some noneconomic 
advantage such as a feeling of greater security, it will deem AP advantageous — though 
‘(PAy/AW) < 4. Should r and C have positive values (see note 2) these may be taken 
into account. 
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. It is, growth rather than nongrowth of population that | is a major 
<~ obstacle to man’s economic betterment in all but a few countries. The, 
stagnationist’s explanation of unemployment, insofar. as it can be 
formulated in valid. terms, is relevant at present only to about a fifth 
of-the world’s population; and this fifth has attained a relatively high 
income level and is capable of making effective unemployment-prevent- 
‘ing adjustments to the nongrowth- of its numbers. Most of ‘the re- 
mainder of the world’s inhabitants are found in countries where popula- 
tion growth is already retarding the improvement of man’s living 
standards: It is of these countries, therefore, that the rest of my paper 

treats. 

That population pressure is a major obstacle to economic better- 
ment in most of the world is readily suggested, though not always 
demonstrable with precision. Data indicate that. per capita income 
p. tends to be low where crude population density is relatively great and 

to be high where it is relatively low. This relationship would be even: 
more marked'were the influence of differences in transfer and trading 
relations taken “into account, since these are relatively favorable in, 
most if not all of the densely populated. countries where per capita 
income is relatively high. 

That population growth will continue to be a major ade to the 

. betterment.of man’s material lot is apparent. Only. about one-fifth of 

the world’s population appears to be approaching a stationary state, 
and this fifth is composed principally of peoples already enjoying 
relatively high per capita incomes. Something like another fifth, 
P though describable as proto-stationary, may experience an increase of 

50 or more per cent in a half-century. Yet, many of the peoples com- 
' posing this fifth already have difficulty extracting more than mediocre 

incomes from their limited equipment of land and resources. The 

balance of the world’s population, close to 60 per cent, is expanding, 
even though most of its members already receive very low incomes 
and are badly equipped with land and resources essential to the com- 
fortable support of expanding numbers.* Evidently, a major fraction | 
of the population growth in prospect will take place among peoples 
not well equipped to supply even their present wants. 
How much population growth will’ take place in high-growth-poten- 
, tial countries'is not empirically determinable with certainty at present. 
“. However, judging by past experience and abstracting from the pos-. 
sibility that a cheap contraceptive could be widely and rapidly diffused, 
‘For supporting data see my “Aspects of the Economics of Population Growth,” 
Southern Economic Journal, 1948, and my “Economic Factors in the Development of 


Densely Populated Areas,” ’ Proceedings of the American Philosophical aed sas 
“delphia, February, 1951. 
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the 1.5 billions concerned’ and’ living in Asia,’ Africa, and Latin 
America may, in the absence of: pronounced obstacles, increase by 


' 100 to 200 or more per cent before they acquire Western fertility - 


patterns and develop a Western age structure; for life expectancy at 


birth is only about half_as high in most of these regions as in the | 


-Western World. The order of magnitude of the growth in prospect is 
suggested by the fact that, should the populations ofthese regions 
treble, the population of the world, now close to 2.4 billions, would 
exceed 5.5 billions a century from now. It is evident, therefore, that, 


unless a cheap, easily-used contraceptive is developed and widely. 


diffused, population growth is likely to eat up much of those fruits 
of technical progress which escape the maws of war. 


| , TI , 

, Improvement of the economic condition of the some 60 per.cent of 
the world’s population whose incomes are very low, often miserably 
low by Western standards, is possible only on condition that the econo- 
mies of these peoples are completely transformed. The outstanding 
characteristic of these economies is their dominance by nonmechan- 
ized agriculture, ‘something like three-fourths of their working popula- 
tion being engaged in agriculture pursued in an archaic manner. 
Accordingly, economic progress presupposes a considerable mechani- 
zation and: transformation of the agriculture of.these countries to- 
gether with the transference out of agriculture of such “excess” labor 
as is engaged therein and the creation of a labor force that, in both 


_* its agricultural and. its nonagricultural branches, has- -acquired the 


attitudes,. values, and occupational aptitudes essential in rational, 
mechanized economies. 

- The development of branches of industry and commerce suited to 
absorb both the growing nonagricultural labor force and the workers 


SIn 1947 that 20 per cent of the world’s population which lived in noneastern Europe, 
North America, and Oceania enjoyed a mean expectation of life at birth of 50 to 60 
or more years; the 15 per cent living in Eastern Europe and Japan, 40 to 50; the 6.6 per 
cent in Latin America, 35 to 40; and the 58 per cent in Asia and Africa, close to 30, 
_ as å rule. See World Population Trends, United Nations, pp. 10-13. Let ¢ represent life 
expectancy at birth and & the annual number of births. Then, on the assumption that & 


remains unchanged, the population of'a' country will approach and finally reach ek, in- - 


creasing as ¢ increases. If, as has always been the case in the past, fertility fails to fall 
fast enough to offset increases in e, k will increase for a time, with the result that the 
- final population becomes not ek but e(k +. Ak); Thus, if e doubles and & increases by 
one-half before it levels off, the population will treble, For example, by the time J ae 
population has completed ‘the growth cycle begun in the mid-nineteenth century, 
population will have attained a magnitude three or more times that obtaining in fo 
Having indicated that “at least a threefold multplication is.implicit in the processes by 
which peoples hitherto havé achieved low birth and death rates,” M. C. Balfour, R. F. 
Evans, F. W. Notestein, and I. B. Taeuber conclude that “in the Far East . . we have 
no reason to expect a smaller multiplier.’ See Public Health and Demography in the 
Far East (Rockefeller Foundation, 1950), pp. 6-7. What is said here is applicable to 
other parts of Asia and to much of Africa and Latin America. 
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flowing in from agricultural areas involves a number of coinciding 
steps. (1) There must be brought into being a sufficient supply of 
persons capable of performing “entrepreneurial” functions. (2) A 
system of incentives suited to an industrial society must be created. 
(3) Appropriate facilitating economic, educational, and governmental 
institutions must be formed. (4) Adequate.support must be given 
to the development of public utilities in appropriate amount and to 
the establishment of industries which, for one or several reasons, are 
highly advantageous to economies in the stage of development char- 


acteristic of most of-the countries under consideration; i.e., indus-- 


tries capable of utilizing available resources and labor, or of satisfying 


the more urgent wants, or of easing the pressure for foreign exchange, — 


or (because they are complementary to other industries in existence 
or being established) of reinforcing the industrial development under 
way. 

Industrial evolution along these lines involves two further condi- 
tions, the capacity to meet which tends often to be greatly reduced 
by population growth: (a) the availability of a sufficiency of land 
and/or natural resources, (6) the formation and/or acquisition of 
capital at a rate. commensurate a“ the rate of industrial develop- 
ment projected. 

Further population growth will accentuate such shortages of land 
and/or resources as exist in countries where a condition of popula- 
tion pressure already obtains. In North America and Oceania, most 
‘of whose population is approaching a stationary state, both resources 
and land are relatively abundant. In Europe both land and resources 
are relatively scarce, but much of the population is approaching a 
stationary state. In Africa, where the population growth potential 
is high, resources and in some measure land are relatively abundant; 
but their distribution in space relative to that of population is not such 
as to afford relief to more than a portion of the inhabitants. Further 
growth, therefore, will retard the. improvement of the economic state 
of those African populations which lack ready access to lands and 
resources unexploited or ineffectively exploited at present. In South 
America, where the population growth potential remains high, both 
land and ore resources are relatively plentiful; notwithstanding, in- 
dustrial development promises to be greatly restricted by the shortage 
of coal, water power constituting the principal widespread potential 
source of energy. Land and energy resources appear to be relatively 
plentiful in the Soviet Union; still, according to some estimates, iron ore 
resources are both relatively scarce and not tao well located in space. 
The most acute actual and/or potential shortages, however, are found 
in Asia, where live over half the world’s population and where num- 
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bers may well treble in a century. For already Asia’s population is 
© short of land, hardly as well equipped with power resources relative to 
population as are the peoples of Europe, and only about one-fifth as 
well supplied with iron ore reserves as is the rest of the world. Further- 
more, the spatial factor is unfavorable, the bulk of the iron resources, 
- of Asia being situated in India, and the bulk.of the power resources : 
in China. Presumably, then, only in parts of Africa and South 
America will further population growth prove economically. advan- 
- tageous. Redistribution of population will serve to correct such local- 
ized shortages.of numbers as are to be found on other continents. 
= When a country is short of land`and/or raw materials and this. 
shortage is being aggravated by continuing population growth, it may 
resort to several complementary remedies. First, it may attempt to 
step up its rate of capital formation, since capital i is-needed to exploit 
‘such natural resources as are at hand, to provide substitutes for 
critical .resources in relatively short supply, to facilitate technical 
progress, to create good health, and to-implant productive skills and 
attitudes in the labor force. Yet, it is difficult to establish a very high: 
absolute or relative rate of capital formation, when, as is the case in 
most lands where population pressure and high growth potentials are 
found, per capita inconie ranges between $25 and $150 and the rela- 
tively wealthy minority devotes most of its income to consumption 
_ instead of to capital formation. Second, relief may be sought in foreign 
` lending and. foreign trade. However, foreign loans can relieve in but. 
limited measure a shortage of capital imputable to a low rate of do- 
mestic. capital formation, how much foreign capital an economy can 
effectively absorb being governed, for technical and economic rea- 


sons, by its rate of domestic capital formation. Furthermore, inter- ` 


national trade can significantly (but by no means completely) counter- 

. balance a domestic shortage of natural resources only after. the do- 
~ mestic economy has been appropriately developed and other relevant 
conditions have been met. The capacity of a people to find relief for 
poverty in capital accumulation will be less, in all cases in which the 
population is of supra-optimum size and land. and/or resources are . 
relatively lacking, when a population is growing than when it is 
stationary. 

In sum, population growth operates in four ways to: retard the’ | 
“betterment of man’s material condition. First, it increases the pres- 
sure of numbers upon.a nation’s land and resource equipment as of . 
any given time. Second, it tends; to-accentuate this pressure through 
time by accelerating the rate at which the store of exhaustible and non- 
' . replaceable natural resources is used up and the costs of their use are ` 
increased. Third, it diminishes the rate at which capital can be accumu- 
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ieee and this diminution is greatly accentuated when, as is the case in” 
most overpopulated countries, much potential capital is utilized in 
‘maintaining for a few years children who eventually die before they 
reach a productive age. Fourth, given the rate of capital formation, 
the rate at which the equipment of the labor force can be increased is 
reduced. Only in the small number of. countries where thé population 
is of infra-optimum size will an increase in numbers, through its 
salutary influence upon economic organization, more than offset the 
, adverse effects enumerated. = 


Vv . = 

Both the problem being posed and the consequences, of popula- 
‘tion growth may be translated into'terms of. per capita real income. 
Consider first. the problem itself. Per capita income in many lands is 
only a minor fraction of per capita income in Oceania, North America, 
and Northwest Europe. Furthermore, judging by the past, we may as- 
sume that for some time to come per capita real income. will increase 
1 to 2 per cent per year in these parts. It follows that, if the material 
condition of péoples living in very low-income areas is to improve both 
absolutely and relative to that of high-income populations, these peo- 
ples must advance their per capita incomes appreciably more than 2 
per cent per year for many years to come. While such an advance 
may tend to be restrained by the relatively slower rate of growth of 
the high-income countries,’ it will be facilitated by the higher rate of 
technical progress of which the low-income countries are susceptible: 
in virtue of the fact that their economies remain fourided upon tech- 
nically primitive methods of production. 

Since an increase in a nation’s capital equipment per worker tends 


*D. Ghosh estimates at someting like 22.5 per cent of the Indian national income 
the cost of maintaining those who die before they reach the age of 15. The correspond- 
‘ing figure for England is put at 6.5 per cent. See Pressure of Population and Economic. 
Efficiency in India (New Delhi, 1946), p. 22. In 1934-38, according to C. Clark; capital 
formation approximated only 6 per cent of India’s national income. Analogous condi- 
tions are found in many other parts of Asia. 

"Suppose we divide the countries of the world into two categories, the rapidly growing, 
G, and the slowly growing, S, with their rates of growth represented by Rs and R.. 
Then. Rg == f(R.), the specific relation between the two, rates turning on whether G 

and S are primarily substitutes for each other, complements to each other, or independent 
systems. If, as appears likely, the dominant form of relationship will be a complementary 
one in the early stages of the development `of G, R. will exercise a restrictive influence 
‘upon R,. This influence will diminish in time, however, as the complementary type of 
relationship gives place to one that. is substitutive or independent. Presumably, an economy 
that is large (e.g., the Russian or the Chinese) can more easily free its rate of expansion 
of the conditioning influence of expansion elsewhere than can an economy that is small 
and relatively short ‘of elements requisite for economic expansion. That the less developed 
countries are significantly dependent upon the more developed countries is suggested by 
- data presented in F. Hilgerdt, The Network of World Trade (Geneva, 1942), especially pp. 
37 ff., and Tse Chun Chang, “A Statistical Note on World Demand for pores ” Review 
of Economic Statistics, 1948, pp. 106 ff. 
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_ to be accompanied by an increase in output per worker, population . 
growth may be looked ‘upon as @ deterrent to the increase of ‘per capita 
income whenever a nation’s population is- of supra-optimum size. For ~ 
population - growth, together with excessive mortality among those 
of infra-working age, diverts resources from the formation of: capital 
to the formation of population, whilst the necessity of equipping incre-; 
- ‘ments in population makes the magnitude of the increment in. per 
capita equipment’ lower than it would have been had the — 
tion not grown. .— be 
Let us. first suppose that both the rate of saving and is. income- - 
producing power of capital ate independent of the rate of population 
growth, Then a:1 per cent increase in population will. be purchased 
at the cost of something like a 1 per cent increase in per capita income. . 
Given the validity of these assumptions, the 1 per cent per year in- 
crease in population roughly characteristic of many densely populated 
low-income countries operates to prevent an increase of about 1 per: - 
cent per year in per capita income. Thus, if per capita income would 
' grow 3 per cent per year in the absence of population growth, it will © 
- grow only. about 2 per cent per’ year when the population is perenne 
` 1 per cent per year. | . 4 
_ The assumptions just made must be modified, however. First, the 
income-producing power of. capital i is not independent of changes in 
~ the size of the labor force: On’ the basis of past experience, when a 1~ 
` per cent increase in both the employed labor force and the stock of 
capital or wealth in use is. accompanied by a 2- per cent increase’ in | 


nn 


Let °F represent national income; W, the wealth or capital used: to. produce that in- 
come; AY and AW, the annual increment in FY and W, respectively; r, the annual rate 
of growth of population P; y, the per capita income Y/P; j, the annual rate of increase 
in per capita income, Ay/y: a, the annual rate of capital or wealth formation. expressed’: 
as a percentage of -Y, namely AW/Y; and s, the increment: in Y consequent upon an 
increment in W, namely AY/AW. Let us assume, for the sake of simplicity, a : 
that s remains constant for the period under consideration. -It follows that pi 

: , 1+ as z f ; b 
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Lo? 
If piia is not ‘growing ona r has a zero value, j = as. i Accordingly, if ihe value 
of s were independent of that of r, the value of j would be reduced by approximately r. `, 
_ Thus if-¢ has’a-value of 0.1, the annual rate of saving approximating 10 per cent of © 
the national income and s has a value of 0.25 (on the assumption. that W/Y has a 
- persisting yalue of about 4), j will have a value of 0.025 so long as pop on is not 
growing and r has a zero value. If, however, r has a value of .01, the value of j will 
approximate 0.015 instead of 0.025. if a has a lower value when r has a value of .01 than 
when r has a zero value, the value of j will be further reduced. See note 10 below. 

This formulation does not take net capital imports into account. If these are repre- . 
sented by A, then as in.the above equation becomes (a + A)s. There is a practicable 
upper limit to A/a, In the paper cited in note 4 above it is suggested that the average 
upper limit to A/a may be.in the neighborhood of one-thitd. If it be true that the '- 
poorest half of world’s population produces only one-tenth of the world’s income, 
and if it should save and invest 0:3 of this, it still could use (on the supposition that 4/a 
cannot long exceed one-third) only about one-fifth of’ the savings which the richest tenth 
can supply if they save and invest 10 per cent of the 55 per cent of the world’s income 

» which they” ess sai A receive. - i 
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income, this 2 per cent may be imputed to the forces generating it 
somewhat as follows: technical progress, 1; labor, 0.7; other produc- 
tive agents, 0.3. Accordingly, given a 12 per cent saving rate, a I 
per cent increase in the labor force, and technical progress as indicated, 
about 7/26 of the 2.6 per cent increase in national income would be 
attributable to the 1 per cent increase in the employed labor force. In 
general, it is probably safe to say that 25 to 35 per cent of the annual 
increase in output consequent upon increases of 1 and 1 to 3 per cent, 
respectively, in labor and capital are attributable to the increment in 
labor.’ Secondly, account must be taken of the absorption, by popula- 
tion growth and relevant premature mortality, of resources that would 
otherwise have been transmuted into wealth or capital. When these 
two conditions are taken into account, a 1 per cent increase in popula- 
tion is usually found to be purchased at a cost of between somewhat 
less and somewhat more than a 1 per cent increase in per capita in- 
come.*® It should be noted finally that the productivity of reproducible 
capital will-be higher ceteris paribus when the land and natural re- 


*See J. Tinbergen, “Zür Theorie der langfristigen Wirtschaftsentwicklung,” Weltwirt- 
schafiliches Archiv, 55 Band, Heft 3, 1942, pp. 511-547. See also E. C. Olson, “Factors 
Affecting International Differences in Production,” American Economic Review, May, 
1948, pp. 502-522. In the four largest-industrial nations in 1870-1913, at the time when 
about 10-15 per cent of the national income was saved, population was growing about 
1 per cent per year, and national income was increasing 2.1-2.5 per cent per year, this 
increment was distributable somewhat as follows: population, 0.7; capital accumulation, 
‘0.4-0.8; technical improvement, 1.0. Cp. Tinbergen and J. J. Pollak, The Dynamics of 
Business Cycles (Chicago, 1950), p. 128. 

“Let s, as defined in note 8 above, be divided into sr and se where sr is due to 
population growth r and s, is due to other circumstances. Further, let @ = as — dr 
where ds represents the annual rate of saving or capital formation when r = O, and ar 
represents the reduction in a, due to r’s having a positive value. Then the annual rate of 
increase in per capita income i 
1 + aasa F GeSr — OrSn 


— 
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When r has a value of zero, the value of j becomes ass. It follows that j will have a 

‘greater value when 7 has a zero instead of a positive value so long as (r + ars.) > 
(a.sr). The values to be assigned to these variables vary with situation. Suppose we make 

dn == 0.2, and ar = 0.1. Let the elasticity of productivity for capital be 0.3 and that for 

population be 0.7. Finally let technical progress increase Y one per cent per year. 

(Actually the capacity of technical progress to increase income is itself a function of a, 

but here it is treated as a constant fraction of Y.) If r = O, j becomes .025; but if r 

= .01, j approximates .0094. Under the assumed conditions, therefore, ris having a value 

of .01 instead of zero reduces the annual rate of increase in per capita income by about 

three-fifths. The value to be assigned ‘to ar in any particular case depends both upon 

the magnitude of r and upon the amount of resources absorbed by premature mortality 

‘associated with r and destined, in the absence of such mortality, to be saved and invested. 
The income optimum population may be defined in terms similar to- those used above 

in this note. Let s = saf1 + f(r)] where s and s,.are defined as above and f(r) replaces 


$r. Then 
i OSa [1 -+ f(r)] 


Ir, 


.When r has a zero value j becomes asa. When.r has a positive value j is higber than 
when r has a zero value only on condition that if(r) > r. Accordingly, population mal- 
adjustment may be said to increase whenever, as is usually the case, r > f(r), 
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sources with. which this capital can- be combined are zelatively plentis o 
ful. The. absence of this condition from many low-income economies ~ 
.. makes ‘more difficult their counterbalancing population | growth by 
Cepia formation. = 

By way of summary it may be said that population. growth i is a. 
. major obstacle to-economic betterment in most parts of the world. It | 

is retarding capital formation, accelerating the rate of depletion of 
ae world’s limited store of nonreplaceable resources, augmenting the 
_ rise of costs in increasing cost industries, and decelerating the rate 
© of increase of per capita income. Whether à cheap contraceptive, 
, | together with a set of motives conducing to its widespread use in the ' 
-overpopulated parts of the world, can be developed. in gdod time re- 
mains to be seen, It is evident, however: in view of. the limitedness of 
- the fund of*nonreplaceable resources at the disposal of mazikind and’ 
in view of the dangers to the security of the relatively stationary 
_ peoples implicit in the continued: growth of peoples living. in over-. | 
‘populated , lands, that the former shold not give impetus to me 
‘multiplication of’ unfriendly components of the latter, - 


‘™ Colin Clark concludes that the value of s, when only reproducible capital is taken . 
~into ‘account, rises as reproducible capital per worker and output per worker per hour 
increase. With income and: reproducible capital per worker represented by y and c, the ` 
ratio 4/c rises from about 0.22 when real income in ILU, per man-hour ‘approximates. 
0.10 (the figure for India in 1944 is put at .09) to about 0.28 when hourly real income 
is. 1.0 (as in the United States in 1945). (See Review of Economic Progréss, II, 1950, 
No, '1.) Since this increase in y/c, granted the accuracy of the data on which it is based, 
is not attributable to an increase in nonreproducible capital ‘or labor, it must be ate 
‘tributed to technical progress and similar output-increasing forces, While Clark’s data. 
, relate more largely to time than to space, they lend support to the view that, insofar 
as space may be equated to time, the spread of Western methods in space will be-accom-. 
panied for a while by an increasing) rate- of eA progress in the eae 
"countries. 


z` 


DISCUSSION | = ees 


_~~ PauL A. Baran: There is serious danger in the disctission of the economic 
and social problems of underdeveloped countries of paying so much attention 


to individual trees as to lose sight of the size and the contours of the forest. 


To be sure, the number of obstacles blocking the backward areas’ road to, 


progress is legion, and the adequate comprehension of all and each of them 


represents a challenge to the analytical zest and ability of economists and | 


other social scientists. Yet, it would seem to me that the only way in which 
we could- contribute to the ‘urgently needed Clarification of the issues involved 
and arrive at some tangible conclusions is to cut through the maze of what 
could be safely regarded—at least in the first round of the debate—as secondary 
aspects of the problem, ane to focus our attention on: the “heart of the 


matter.” 


Leaving aside the gnawing en as to whether economic progress is 
_ an “absolute good” (the peoples living under conditions of squalor and starva- 
_ tion in the underdeveloped countries of the world would probably j join me in 
assigning only low priority to this „philosophical inquiry), we may state 
boldly and crudely that the first and foremost need of underdeveloped 
countries is a substantial and rapid increase of total output. 

The only way to secure such an increase on a permanent basis ‘is rational 
utilization of available unutilized or underutilized resources.. This reservoir 
of dormant productive potentialities consists partly of unexploited or inade- 
quately exploited natural resources (mineral, agricultural, etc.). Its main 
component, however, is the vast multitude of entirely mnemreyed or inef- 
fectively employed manpower. 
~. Both the human and the material resources going to waste in underdeveloped 
countries can be` turned to useful purposes only -by an expansion of. the 


available technical equipment. An increase of agricultural output calls for 


more: agricultural machinety, better livestock, chemical fertilizers, and the ` 


like. Industrial production can be raised. only by the development of appropri- 
ate plant and facilities. These two courses of action must by necessity go 
together. Not only is the modernization of agricultural production largely 
dependent upon the availability of: an. industry supplying agricultural 
implements,.. but—what is. more important—only a growing industrial 
economy can provide an outlet for the rural surplus’ population. 

Yet the modernization of agriculture and the expansion of industry are 
predicated upon large-scale investment in productive facilities. Such invest- 


_ 


ments ate not forthcoming and cannot be expected under the social and, 


economic, conditions prevailing in many underdeveloped countries. The very 
` low aggregate incomes at the disposal of the nations inhabiting the world’s 
backward areas leave little room for capital accumulation. Even with popular 
consumption at the rock-bottom level (or below), the “surplus” that can 
be mobilized for investment is bound to remain small. Thus in the absence of 
foreign aid, economic growth in underdeveloped countries would have to re- 
' main slow under ány G a SAEs E 
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What aggravates the situation—frequently, beyond political enduratice—is ‘ 


that even such meager surpluses as are being squeezed out of the population’ 


are frittered, away on unproductive purposes. Accruing, as they .do, to a 


N 
`» m 


: relatively narrow. upper-income stratum, these surpluses are used largely to 
. support extravagant living on the part ‘of their recipients. A landed gentry 


| maintaining a feudal style of life with large outlays on housing, servants, and - 
travel does not save the capital needed. for the improvement and moderniza- 


Pá 


tion of agricultural estates. Nor are rich merchants and businessmen in back- l | 


’ ward areas tempted to invest in long-run industrial projects. In underdeveloped 
countries, new industrial venture must frequently, if not always, break virgin 
ground, It has no functioning economic system to draw upon. It has to organ- 
ize with its own efforts not only the productive process within its own con- 
` fines, but it must provide in addition for many, if not all, the necessary outside 


arrangements ‘essential to its operation.’ It dees not enjoy the ‘benefits of - 


so-called “external economies.” 


Yet investing in road building, financing ustedes of canals and power. 


stations, organizing large-housing projects, etc., transcend by far the financial 
and mental horizon of capitalists in underdevéloped. countries. Not only are 


“their resources too small for such: ambitious undertakings, but’ their back- - 


. ground and habits militate against commitments of this type: ‘Brought up in 
the tradition of mercharidizing and manufacturing consumers’ goods—as is 
. characteristic of an.early phase of. capitalist development—-businéssmen in 


underdeveloped countries are accustomed to rapid. turnovers, large’ but short: _ 


fèrm risks, and correspondingly high rates of profit. Sinking funds in enter- 


prises where profitability could.manifest itself only in the course of many years 


is a largely unknown and-unattractive departure. 

The reluctance to engage in-long-run projects is: by. no means icrationial 
_as far as the interests of individual businessmen are concerned. Useful or 
-even essential as the long-run developmental projects may be from the stand- 
point of the community as a whole, gas profitability to individual owners 
`. is by no means assured. 

' The difference between- social and private rationality that exists in ‘any 
‘market and profit-determined economy is thus particularly striking in under- 
developed countries. 

This difference could.be bridged only by a determined action on the part 


~ of the governments: of the backward areas. A fiscal policy could be adopted 


that by means of capital levies: and a highly progressive ‘tax system would 
eliminate nonessential ‘consumption. The savings thus enforced, could be 
. channeled by the government into productive investment. Power stations, 

railroads, highways, irrigation systems, and soil: improvements could be 


"organized by the state with a view to creating.an economic environment 


conducive to the growth of productivity. Wherever private capital refrains 
from undertaking certain industrial projects or wherever monopolistic controls 
‘block the necessary expansion of plant and facilities in particular industries, 


‘the government’ could step in and make the requisite investments. Where 


developmental possibilities that are rewarding in the long run appear unprofit- 
~ able during the initial period of gestation and ering and are therefore 
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beyond the horizon of private businessmen, the government could undertake 
to shoulder.the short-run losses. , | 
f; These are all positive departures calculated to stimulate the expansion of 
output and the increase of productivity. In addition, an entire -arsenal of 

“preventive” devices is at the disposal of the authorities. Inflationary pres- 
sures resulting from developmental ‘activities (private and public) could be 
reduced, or even eliminated, if outlays on investment projects could be offset 
by a corresponding and simultaneous contraction of spending elsewhere in the 
economic system. What this would call for is a taxation policy that would 
effectively remove from the income stream amounts sufficient to neutralize 
the investment-caused expansion of aggregate money income. 

In the interim, and as a supplement, speculation in scarce goods and 
excessive profiteering in essential commodities could be suppressed by rigorous 
price controls. An equitable distribution of mass consumption goods in short 
supply could be assured by rationing. Diversion of resources in high demand, 
such as construction materials, possibly metals, skilled labor, etc., to luxury 
production or to investment in plant and facilities designed to produce luxury 


~-— goods could be prevented by allocation and priority schemes. Strict supervision 


ee 


y* 


of transactions involving foreign exchanges could render capital flight, expendi- 
ture of limited foreign funds on luxury imports, pleasure trips abroad, and 
the like impossible. 

What the combination of these measures would accomplish is a radical 
change in the structure of effective demand in the underdeveloped countries 
and a reallocation of productive resources to satisfy the need for economic 
development. By curtailing consumption of the higher-income groups the 
amounts of savings available for investment purposes ‘could be markedly 
increased. By the resulting elimination of production of nonessential goods 
and services, as well. as of invéstment in plant and facilities that are to pro- 
duce nonessential goods in the future, scarce resources could be freed for 
investment projects. The squandering of limited supplies of foreign exchange 
on capital flight or on importation of redundant foreign goods and services 
could be prevented and the foreign funds thus saved could be used for the 
‘acquisition of foreign-made machinery needed for economic development. The 
reluctance of private interests to engage in enterprises that are socially neces- 
sary but may not promise rich returns in the short run would be perenne 
from determining the economic life of the backward cotintries. 

The mere listing of the steps that would have to be undertaken to assure 
an expansion of output and income in an underdeveloped country reveals 
the utter implausibility of the view that:they could be carried out by the 
existing governments of most underdeveloped countries. The crucial fact ren- 
dering the realization of a developmental program illusory is the political and 
social structure of the governments in power. The alliance of property-owning 
classes controlling the destinies of most underdeveloped countries cannot be 
expected to design and to execute a set of measures running counter to each 
and all of their short-run vested interests. If to appease the restive public, 
blueprints of progressive measures, such as agrarian reform, equitable tax 
legislation, etc., are officially announced, their enforcement is willfully 
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age ced: The government ‘representing a political compromise between — 


landed and business’ interests cannot suppress the wasteful management of 


landed estates and the conspicuous consumption on the part of the poe, 


cannot suppress monopolistic ‘abuses, profiteering, -capital flights, and ex- 
travagant, living on the part of the businessmen. Tt cannot curtail or abandon 
its lavish- appropriations for a military and police establishment providing 
attractive careers for the scions of wealthy families anda profitable outlet for 
armaments produced by their parents—quite apart from the fact that this 
establishment: serves as the main protection against popular revolt: Set up to 
guard and to abet the existing property rights and privileges, such government 
cannot become the architect of a policy calculated to destroy the privileges 
Standing i in the way of economic progress and to place the property and the 
incomes derived therefrom at the service of society as a whole. 

These are in my opinion the main problems confronting the BE 
` countries. They were solved in a violent way in some countries. They may 
be solved in a peaceful, evolutionary way in others. They will have to be 
solved in some manner everywhere. 
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DIFFERENTIAL ECONOMIC PROGRESS: SOME 
CASES, COMPARISONS, AND CONTRASTS 


JAPAN VERSUS “ASIA” 


By Dante, H. BUCHANAN 
University of North Carolina 


For the present. discussion; economic progress is taken to mean the 
development of modern industry in place of the industrial life of back- 
ward or underdeveloped countries. In this paper we shall also take for 
granted that Japan has made considerably greater economic progress, 
in this sense, than has been made by any other part of “Asia.” This 
fact is so’ generally recognized by all students of the Orient that no 
time or space will be given to establishing it. 

Some oriental countries, especially those under the control of Euro- 
J| pean peoples, have adopted lesser parts of the Occidental economic 
system. This applies to the Philippines, Indonesia, Indo-China, Malaya, 
and Burma. Most of these developments have been along colonial lines, 
| with Occidental ‘capitalists ‘exploiting rich natural resources by means 
of cheap Asiatic labor. In Japan the new economy was an achievement 
of the Japanese themselves. They owned, ‘built, and operated it with 
only a bagatelle of borrowed capital. India and China have had much 
contact with European peoples in their own countries and it is mainly 
to them that Japan should be compared. 

The change in Japan was less abrupt than is often supposed. Mis- 
sionaries or traders had come from Spain and Portugal, Holland, and 
England for a century between 1540 and 1640; and when Japan’s 
exclusion policy was adopted at the latter date, Chinese and Dutch 
merchants were allowed to remain and trade on the tiny island of 
Deshima at Nagasaki. There they were still in 1850. The ruling au- 
thority under the secluded emperor for some 250 years up to the 

“restoration” in 1868 had been the Tokugawa shogunate based at 
Tokyo. In the southwest, powerful rival lords smuggled-people out 
and in and, with others, hastened the decline of the Tokugawa and . 
the establishment of a new government with the imperial family 
“restored” and themselves in the primary positions of power. These’ 
Japanese leaders were already aware of happenings abroad, largely, 
through contact with the Dutch at Nakasaki. They learned of Western 
scientific achievements and economic changes. They knew vaguely of 
the great new economic and military power of England, of the rising 
. United States, and of other Western countries. They also knew of the 

European buccaneering exploits in Indonesia, Malaya, and India 
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where the British crown government had been Set up ‘after: the Sepoy | 
. rebellion in 185 7. They knew especially of China’ s defeat'and humilia- 
- tion by ‘the British in 1842, and by the combined | powers in the 1850's... 
and 1860’s..Théy had seen the warships of various Occidental nations . 
“which had visited Japan at intervals, all- demanding a chance ‘to 
trade. The Japanese ; were ‘much disturbed: and when Perry arrived this - 


” -event created, for two or three decades, almost, indescribable confusion. 


__ The threat of the long-distance. bomber and the’ atomic bomb today is | 
hardly more horrifying. . ~- 
“Besides this knowledge- of the new ‘economy in 1 Europe and America, 
. Japan’s own economic ‘organization had already undergone an evolu- 
“tion of. lesser degree’ but. of the same kind as that which: preceded — 
the coming of the factory system in ' several Occidental countries, Japan 
` already hada fairly elaborate division of occupations, based oh handi- - 
craft, both retail and: wholesale. A large urban population had ‘grown 
up in the castle towns, especially at the Shogun’s capital in Tokyo;: 
‘a city of nedrly one million, where the chief feudal.lords‘and their re- : 
. tainers. and’ families were compelled to.spend a considerable part of ` 
_ their’time. To serve the developed ‘wants of these populations, a a 
trade, based mainly ‘on’ retail, but to some extent on wholesale, handi- - 
` craft had been developed. ‘There was a big trade in rice, cloth, Jumber,. 
hardware, and many other items of consumption. Conducting this trade’. 
were a’ number of. wealthy families which combined manufacturing, - 


© trading; and banking; including domestic exchange. There were even . 


_- factories employing i up to a hundred persons. The Mitsui employed | over l 
a thousand persons- in their Tokyo shops and offices in 1800. - w 
C These`economic conditions did not differ too widely from those pre-, 
vailing’ in other parts of Asia, especially in parts.of India and China. | 
‘There, too,:were native merchants and workers, considerable produc- 
tion ‘for’ near. and. some “distant sale, and’ facilities for loaning ` and 
_ transferring. money. Those countries also -had considerable- foreign 
trade.. Japan had a proportionately large “parasitic” population with . 
_ developed tastes. Especially in India, a larger proportion of goods 
_ were made locally, from village material, for the village, and by village 
‘people “of” caste’ occupations., Some earlier writers cee to these, 
‘village castemen as “manorial craftsmen.” 
’ There’ were, however, still more“ compelling reasons Ta iterna 
economic’ opportunity for’ Japan’s rapid industrialization. The capital , 
`` fact about the economic.: modernization’ ‘of Japanin the last century is 
that the leaders were in deadly fear lest their country should’ be con-. ’ 
-quered by: the powerful and aggressive ‘Occidentals: Jest their heaven- ` 


‘descended ‘emperor ‘and, his people should .becomie a gubject race. 
` They’ Had been; å fierce ay People but they ino realized that 
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they were utterly outdated and helpless. They must adopt the new 
industrial and commercial system of the West or meet the fate which 
~ “already had befallen India and’ China. Many of the ablest people were 
sent abroad, even before the coming of Perry and through the suc- 
ceeding décades. .This period included the Crimean War, the American 
Civil War, the unification of Germany and Italy, and the Franco- 
Prussian War. It saw the coming of the Bessémer process, the steam- 
propelled “iron-clad” and the growth of the railway systems. It saw 
the passage of the general incorporation laws and the beginning of big 
business. The more the Japanese learned, the more they were con- 
vinced that their only hope lay in adopting the new economy and ap- 
plying it to national defense. l 

The rapidity and the thoroughness of Japan’s change is due to 
the fact that this became a national goal toward which every Japanese, 
great and small, gave unremitting and loyal service. The, Japanese 
` people were an amalgam of several stocks and believed themselves 
to be of one race, descended from divine forefathers. The imperial an- 
cestors and. the reigning family “from ages eternal’ were literally 
gods. This royal family provided a rallying center about which the 
whole nation could gather with patriotic, even religious, fervor. 

Japan also had, in the samurai or knightly class (about one-sixth of 
the population), a universally recognized and well-trained group of 
leaders. Originally fighters and administrators for their feudal lords, 
when the lords’ fiefs were surrendered to-the central government under 
the Emporer in 1869, the samurai extended their loyalty, even intensi- 
fied, to the person of the Emperor. This group of able leaders formu- 
lated and adopted this policy and convinced their fellow nationals 
that it should be carried out. Herein lay one of the fundamental dif- 
ferences between Japan and India or China. Neither .of these coun- 
tries had any group of able and aggressive leaders. In India the Brah- 
min priests were a gifted and highly trained group of intellectuals, 
while in China the government was administered by another group 
of scholars highly trained in classical Chinese culture. Neither group 
was in any sense able to formulate bold international policies, to force 
them upon the leaders, or to carry them into efféct. 

These samurai led both the political and the economic changes in 
the country; and their courageous, disciplined spirit permeated the 
entire movement. True to its past traditions, the government was au- 
thoritarian and it undertook a complete program of economic and 
military change. The government’s aim and determination was to build 
up at whatever cost the material capital of an industrial, military, and 
naval power. For this it did not hesitate to reward successful business 
leaders. Like most nations on questions of defense, Japan looked to 
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“big business” rather than sail Several. well-established banker: h 
trader-manufacturer groups had backed the new government in finan- _ 
cial difficulties: They received favored treatment. in this: connection: ~ 


- Indeed, some of the most famed feudal capitalist combines laid their, 


intussen J 


foundations at this time: 

‘But the government also sacrificed ruthlessly the only ine ré- 
sources it had—cheap and abundant labor and small intensive ‘agri- 
culture. It allowed redundant labor to find its own price level at its 
near-starvation, marginal productivity, on the tiny plots of poor land; 


-and it drew the revenue to build the new equipment very largely from ° 


‘taxes on agricultural land. An economist might say that they. were 
sacrificing those resources which had the lowest marginal significance 


(labor) in order to acquire that one which had such marked im- ` 


portance and of which they possessed so little that its marginal signifi- 
cance was very great (heavy industrial capital). This explanation’ 


cultural interest; this was done not because the country possessed 
great agricultural resources (as it did of labor) but because, in spite 
of the fact that‘its agricultural resources were extremely limited, they 
were almost the only ones which the country possessed. 

_ Why did this great new industrialization occur in Japan rather than 


| in some of the other countries of Asia? It appears to be due to the fact 


' that in no other region were conditions so favorable as those of Japan. 





ese conditions were primarily cultural but in part they grew out’ 
of the geogra situation. Japan was. a small island country of 


_. about the area o fornia and her population was about equal to 


that of the United Kingdom at the time. This allowed the development 
of a single distinct and unified culture and made Japan a real nation. 


Indeed no East Asiatic. group was either so clearly set apart or so con- 


‘sciously d- separate nation as were the Japanese. Furthermore, no other 


. people. had so serious and so clear cut a problem of national defense. 


Japan’s island position made her far more vulnerable to attack than were 
a other continental countries. 


Cultural conditions in the wide each of China = India ‘es dif- 


l fered markedly from this. China was a country as large as Europe and 
its people and cultures were almost as diverse. “The concept of national- 


ism`was as foreign to an educated Chinese of the last century as that 
of money once was to an American Indian,”* so says one student of 
oriental history: Similar conditions prevailed į in India. A subcontinent, 
“its people ranged between the extremes of white and black and had a 


_ series of languages and cultures hard to enumerate. Its two great re- 


Jigions were incompatible: The Hindus were divided into over a thou- 


+E. Herbert. Norman, Japan's’ Emergence as a Modern State (1940), p. 125 n. 55, 
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would not apply so clearly to the fact that they sacrificed the agri- _ 
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sand castes and there was no such thing as a national character. Both 

these :countries fell early prey, even before Japan’s restoration, to 
‘the Occidentals whom the Japanese so greatly feared. India was taken 

over by the British, while China was cajoled and beaten into sub- 

mission and occupied and divided up for residence and commercial 

exploitation by the group of imperialist Occidental nations. When ` 

-after the terrible Taiping rebellion during the nineteenth century, 

‘her tottéring dynasty fell, in 1911, she was overrun by war lords and 
has since undergone a long internecine struggle, besides a terrible in- 
vasion by the Japanese. Possibly (or probably) she has not yet be- 

come a nation, nor adopted an abiding national economic policy. 

' Japaps economically strategic’ location gave still further encourage- 
ment to her rapid change. She was located in the Pacific, on the ob- 
vious route between North America and the Asiatic mainland as well 
as athwart the line for shipping and trade clear around the. Asiatic 

_ coast, Great Britain’s position in the Atlantic 300 years earlier gave to \y K 

her similar advantages over her more isolated, Continental contempo- 4 

raries such as France, the Germanies, and Russia. As Japan advanced she} \yaban 

was ideally located to become the center for manufacturing, shipping, | 

trade, and finance in the entire Pacific basin. ` 7 

Having determined on their own account to modernize, what were 
the chief techniques by which the Japanese went about acquiring these 

infant industries? The government being authoritarian, with a clear | 

notion of what it wanted and why, had no scruples about “interfer- 

ing? in economic affairs. Of course it did not accept the popular 

‘European doctrine of free-trade. It might have been favorable to pro- 

tective tariffs, but its home market was hardly worth protecting. 

Furthermore the powers against which Japan was building an industry ~ 

checked her on that score. The most-favored-nation “unequal treaties” y 

wrung from both China and Japan held rates on imports to Japan to 

' almost nominal figures until 1911. Almost ever since then, wars, de- 
pression, and inflations have made tariffs of little use. 

In the first place these methods were too slow. Japan wanted a whole 

complement of industries and that quickly. Owners of private wealth 

in all the Asiatic countries were extremely timid. Capital. was very 

scarce and could be loaned at 10°or 20.per cent, or even more, and no 

one knew whether the new industries would succeed or not. 

In all these, principal Asiatic countries the economic changes were - 
first. largely in the nature of a commercial revolution. Many of their 

own raw materials and special products were being sold to other re- : 

gions close at hand and also being sent abroad. At the same time i 

factory-made goods from the Occident were being brought into the 

East. What with the improved transport and new foreign connections, 
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“native” merchants were enjoying a thriving: ‘business. This tended 
-to close off one of. the most likely sources of investment in industrial - 
capital. Merchants were doing so well in their almost revolutionized. 
- commerce, with which they were experienced, that they had little or ' 
= no inclination to launch into such strange and m fields as factory 
pues and operation.. 
= Generally’ the „government chose some variety of very positive.en- 
- Couragement. Already: ‘the Shogunate and a few of the feudal: lords ` 
were operating mines and had set up small ordnance factories, iron 
. foundries, and shipbuilding yards. The central government soon ac- 
_- quired most’ of these, as well as ownership of. all mineral’ deposits. 
These it began to operate, often with foreign. experts, but:some estab- 
lishments were leased to private parties. The manufacture of war ma- 
terials and naval vessels, was kept even until 1945 under government 
ownership and operation. The government owned and operated the first. _ 
railway and, while private enterprise was used for later railroads, the 
chief lines have been government owned and operated since: 1906. 
- The same is true. of telegraphs and telephones.. ⁄/ i 
While the government’s chief determination ‘was to create heavy in- 
dustry as the basis for a military and naval establishment, it also 
planned a completely industrialized state. This was needed to support 
an increased population and all the material and financial power neces- 
" sary to an’ independent nation, From what we know of the Japanese 
now it may. seem a little surprising that the entire project was not 
taken over -under government ownership and control. But at that - 
time only two men, Marx and Engels, had mentioned such a possibility ` 
. and the Japanese probably did not’ hear about that. In fact they 
seem . to have accepted fairly readily the system of private investment . 
which they found at work in Europe and America; but they worked 
out a very practical compromise which included government. leader- - 
ship. The government took the original risk because it was convinced . 
that Japanese people could learn to do whatever the Occidentals 
could do, It bought the original- plant for a great variety of non- ` 
. military industries and carried them through the experimental stages. 
_ When managers and workers had ` acquired the necessary skills, the . 
projects were then offered to J apanese investors, often at very reason- - 
able prices. The significant fact is that the government tòok the initia- - 
tive, Indeed, before it asked the native capitalist to put up his money, 
it purchased and-set up the necessary plant and began its operation, 
~ génerally with foreign supervision ‘but with Japanese labor. When it 
had been demonstrated that the Japanese could perform the. _ processes | 
` and that the establishment could earn profits, the government “offered to- 
sell out to private parties, often at very nee rates. This early 
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ases, jew large holdings: there fashioned out of public domain. Lands ` 

see had remained public property because they had not been worth » 

exploiting now appeared attractive to private owners. Titles. were 
acquired in a variety of ways. Some were outright gifts from a gov~ 
ernment inclined to be generous with persons of power and prestige, 
some were purchased for .cash, others were given as compensation for 
military services, while still others. were considered as payment for 
undertaking. the survey of public lands. In some cases, too, large 
grants were.made to individuals or companies for colonization purposes. 
Such grants presumably should have led to settlement by small farmers, > 
but more often than not they led to additional land engrossment. Both 
Argentina and Mexico offer striking illustrations. of the abuse of - 
colonization land grants. 

In some parts of Latin America, estates were enlarged or newly. 
created after the middle of the nineteenth’ century by depriving In- ` 
dian villages of lands which they had possessed since before the con- 
quest and which they had managed to hold throughout the colonial . 
period. The most striking development of this kind took place in 
Mexico during the thirty-five year rule of dictator Porfirio Diaz, when 
the Mexican government, gave positive encouragement and assistance 
to the Aacendados ‘(estate oe in stripping Indian villages of their 
customary lands.. > 

In Bolivia, as in Mexico, many Jadida communities lost their tradi- 
tional landholdings i in the latter part of the nineteenth century, and _ 
by roughly the same kinds of tactics and practices. Students. of the 
Bolivian development have shown how the destruction of Indian com- 
munity tenures followed the improvement in means of transportation, 
giving access to markets and thereby making such lands valuable to . 
others. By 1921, when George McBride published his well-known 
study on agrarian conditions in Bolivia, the only Indian community 
lands left in the country were found in isolated and undesirable places. 
The desirable lands all had been taken away from the Indians during 
the preceding half-century. 

Similar destruction of, Indian. tenures took place during the. same ` 
period in Peru.and Ecuador. In each country, geographic and insti- 
tutional peculiarities affected the outcome, giving it a character of its 
own, but the broad result was the same in all cases. For example, in 
some of the Andean valleys the large holdings were tiny compared with 
the great Aaciendas of Mexico, but they were nevertheless large in 
relation to local topographic conditions, and they were created by 
means similar to those employed in Mexico. 

Just as the. system of large landholdings was extended after the 
middle ni y. so did the system of peonage be- 
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come ‘more. widespread. “Both ae were fostered = the 

fundamental influence; that is, the expandihg market economy. 
` were ‘Opposite ‘sides of the same coin: In : some cases ‘the. encroacl 

on’ traditional Indian lands was- ‘motivated. Ty, a. desire to get | 

Indian labor- rather, than by a desire to have more land for cultivation 

Deprived of. the lands which had provided them with subsistence, the 
„~ _ Indians had: no. “alternative but ‘to become peons for the owner of a 
4 nearby latifundios .-_. 

Furthermore, the borids hich ‘kept the peon DEn to. the 
~ landowner were tightened after the. mid-nineteenth century, | since his 
~ labor was now more essential than ever, for the ‘operation of the éstate. 
-- If the. average. latifundio i in Latin America did riot become rationalized 
“in technology, it, did become more, rational'in the use of its labor force 
as the landowners came to appreciate the satisfactions of enlarged cash 
‘incomes. If. the relation between landowner. and. peon continued to be 

> a semifeudal’ one, the feudal quality of mutual privileges and, obliga- 
' tions became clouded and distorted by the nominal wage-contractual 
“relation. between, the two. The peon'became firmly fixed in his status in 
the social’. system,- The machinery for keeping -the’ peon in. debt was 
‘made .more effective in some places: by setting. up stores at which he 

/ was required to make. all his purchases. Control over the peon was 
` extended by laws relating to employment: and' ` vagrancy and in other; 
ways: The. énforcement of these laws was’ sometimes carried out’ by 
- extralegal and: unconstitutional methods, _ but’ until, recently Latin- . 
_ American governments: paid little attention to a niceties wher deal- 
“ing with.peonage. < - -x 

: The developments in x ee ‘ust maniac took place; of course,. 

- in ‘thé areas of Indian concentration. In’ other places. where an expan- 

_¢ sion, of commercial agriculture also occurred but where there were no 
; substantial numibers.of Indians to draw-on; the-need for a larger labor. 
s supply: was met by immigration; ‘with the immigrants coming in ‘as 

‘farm laborers-or tenants. The ` ‘experience of Argentina i in bad connec- 

` tion is especially illuminating. - E : 
Argentina had an extremely local and. ‘indeveloped economy, until: 
` about’ 1880. Thereafter, a-rapid, transition set in, and within a’ genera- 
tion a remarkable transformation had taken. place. By the time of the, 

_ first World War, Argentina was a major supplier of meat and grain 
<- for world markets. Following the Hispanic-American tradition, as we. 
have already. observed, the system of large: landholdings was continued 

` and extended’ under the new commercial influences.’ But the expan- 
‘ sion of grain production called for a much larger labor. supply than. 
‘had been required by the. typical. cattle ranch of the..earlier ‘period, 
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ids: recjutrea to till the soil were iad by immigration, Italians a 

1 Spaniards made up the-bulk.of the immigrants, coming -in mostly ` 

"as agricultural wage earners, ‘Some ; of the Italians were merely sea- 
sonal workers, who dovetailed ‘employment ° in the harvesting of: flax, 
wheat, and corn in the’ Southern Hemisphere with the. cultivation of 
lands in their native Italy during the. remainder of the year. These 
~ immigrants who came and went ‘with the seasons in. Argentina, just 
like their fellow. Italians. who uaiersites seasonally to ges were 
known as.“the swallows.” ` - 

The immigrants: who. settled down i in ‘Argentina rarely Became land- 
owners. ‘Many ‘started as. farm laborers and. remained permanently 
in that elass. Others who started as farm laborers—perhaps, thé major-.. 
ity who did.so—after a time becanie tenants. Still others were.tenants 
from the beginning. Some of the tenants. were cash renters; others were - 
sharecroppers. But' whatever the-rental- contract might have been, the | 

... tenant, with minor exceptions, remained a tenant and his sons also be~ 
came tenants’ rather than owners. The large estates were not broken up 
to make. way for’ independent farmers. ‘Tenancy was an end, not a 
means, toa higher status... > - fos 

It is not my intention ‘to suggest that the tenancy which developed 
in Argentina—and’ which continues to this: day—has had the same 
social and economic consequences as peonage in other parts of Latin ~ 
_ America. Studies of agrarian history. and conditions in Argentina, such 
as Carl Taylor’s book, Rural Life in Argentina, show that mahy ten- .- 
ants have done reasonably well ‘from the financial | viewpoint, and that . 

‘some have even become wealthy. Nevertheless, the’ obstacles to owner- 

' ship have had serious results.’ The Argentine tenant, like tenants in ` 
many other. countries, has had little-security of tenure. The ‘usual . 
consequences’ of uncertain . tenure have appeared. Tenants have been - 
loath to make improvements on farms they may: not be able to- operate 
' for more than one year, and they have. shown little interest in better 
igs methods, such as crop diversification and conservation prac: 
tices, . .; Eh ! 7 

Even more importanty: “perhaps, . Tave been the. ‘intangible results 
of permanent tenancy. The aspiration to bécome å landowner i is a deep-.. 
seated desire among the tenants of Argentina, as-any number of studies 
. Show. This ambition has been frustrated . for the vast majority of the 
rural population. Talents and abilities which could have -been brought” 

. out have remained latent. and unused, Surely, a dynamic quality has 
been lost.to: the Argénting economy as a consequence of the. tenancy 
system. - > 

‘In addition, in. the long run, , tenan has made its contibation to.. 
political unrest and instability in ces a as in E other Poria of- 
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. the world. It is not the only factor, but. it must bear some of th 

_} sponsibility, The upheavals that have taken place and the uncerte 

_ they have left:in their wake obviously have: been unfavorable to t 
economic development of Argentina. . 

- „Finally, it is reasonable to ask whether the Argentine system of 

landholdings did not prevent her from taking full advantage of the 
. big wave of European emigration in the two generations prior to — 

i -World War- I. Given the size and quality of her- agricultural resources, > 

bi Argentina could have been expécted to recruit more than the 3,700,000 

` immigrants who reached her shores during that period. It is true that 

_ Argentina was second only.to the United States as an immigration. 
. country, but she was a pretty poor'second, because in the same period 
- ° about six times as many immigrants entered the United States. More- 

‘over, those, who went to Argentina were less permanent. See & l 
migration statistics show that approximately 45: per cent of the im-. - 
migrants returned to their:native lands,.while re-emigration from the 
United States is estimated at only 30 per cent. We know that many of ` 
the immigrants who went to Argentina expected to set up farms of — 

. ‘their own, and. that they were encouraged in this belief ‘by numerous 
-so-called “colonization” projects. Disappointment was often followed 
by. re-emigration. If Argentina had been able to provide greater op- 
portunity for independent farmers, her immigrant population would 

' “have been more permanent as well as more numerous. l 

If time permitted, a similar analysis could be made of the immigra- | 

tion experience. of Brazil—the second immigration country of -Latin 

' America; It would differ from the Argentine case in certain important 

. „details. Tenancy, for example, has been less common in Brazil over` . 
the whole period, since the middle of the nineteenth century, and the -~ 

. growth of tenancy in the last thirty years has involved a movement 

, up the social ladder from farm laborer ‘to tenant. Thus -the typical 

Brazilian tenant does not séem to serise the land hunger which is felt- 
SO keenly by the farm tenant in Argentina. In spite of such differences, . 
however, the same broad conclusion holds for Brazil as for Argentina. 

. Neither ‘country attracted as many immigrants as its agricultural re- 
sources would warrant; neither country. benefited. from European emi- - 
‘gration nearly as much as it might have. 

_ » If Argentina and Brazil were ‘only moderately atirat to the Euro- 
„pean of small means seeking an opportunity to better himself, the coun- F 
”.- tries where peonage prevailed were even less so. Such countries were: -/ 

„repellent to potential immigrants, who saw little prospect for advance- 
ment in a community. of landlords and serfs. Thus other Latin-Ameri- 
can nations pea even “less than Argentina and: Brazil from the 


5 


i 


Mi 


DIPFERENTIÁL ECONOMIC PROGRESS m 375 > b 


ac umulated knowledge, skills, and labor power which. Europeans, took: 
them when they emigrated overseas. 
Jim as the countries of Latin America failed to iake the most of | 
-nternational migration after 1850, so did they fail to make the most . 
~ Of the opportunities which technical improvements and an expanding 
= world economy afforded for attaining higher average standards of liv- 
' ing. The fundamental barriers to material progress in Latin America. 
` were institutional. Latin America remained a semifeudal society, with 
all the trappings thereof. The landed aristocracy, all-powerful i in politi- 
cal'and military affairs, exerted also the decisive influence in economic 
affairs. . 
- The members of this favored class indulged, as one would expect, in 
conspicuous consumption. ‘They invested readily i in land, since it was 
socially the most respectable thing to do; and since they typically spent 
a good deal of time abroad, they were prone to keep funds outside the ` 
country and to hold foreign securities. No one knows how much capital 
has been exported from Latin America, but for “capital poor” countries 
it probably has been a substantial sum. Real property apart, the landed 
families of Latin America have had little interest in domestic invest- 
ment. Small wonder, therefore, that it was mostly foreign capital, not 
domestic, which developed transportation, commerce, and mineral pro- 
‘duction in Latin America in the late nineteenth century and early part. 
of the twentieth. 
What has gone betorei is an analysis of basic institutions established 


in colonial Latin America and of the, way in which these institutions 


were refined by the course of economic development after the middle 
of the nineteenth century. In many parts of Latin America they remain 
. Intact to this day. In some countries, developments of the last twenty- - 
five years or so suggest that far-reaching changes are beginning to take 
place. These developments, representing a trend toward economic 
- diversification in general and industrialization in particular, were ac- 
celerated during. World War II. The heritage of the past, however, is 
not easily written off. The most serious economic problems which plague 
these countries nowadays are precisely those which come out of the 
long, semifeudal past. . 
To illustrate these problems—which is all that can be done in this 
paper without going afield from the main theme—I may call attention - 


to the limited size of the internal market now found in Latin-American - 


countries, A broad middle-class market is lacking. The depressed rural 


population offers few customers for the output of new factories. There - , 


are, of course, many steps which. can be taken to raise rural buying - 
power, but they are not likely to mean much a by a 
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land teloni program. Even after a substantial amount of land reform’ 


‘has been. accomplished, the restraining effects of the past make them- 


selves felt in the lack of education, subservience to traditional metho S 


_ of farming, the tendency to raise subsistence crops, poor health and 
_ Sanitary conditions which impede efficient work, and. so on. The 


ence ‘of Mexico—the one: country in Latin America which 

out a land reform program—-is illuminating. in this connectio 

granting that the Mexican case has been infiuenced by special con 

which need not prevail elsewhere. n A Ae a, 
_ Other illustrations of the influence of past’ conditions can be found’ . 


. inst ‘the difficulties of adjusting to the work habits required in modern © 
| industry and in acquiring a sense of responsibility about spending cash 
“ income. Here I need only point out ‘the well-nigh universal: complaint 


from. factory owners in Latin America that- they are unable to get suit- 


able foremen and ‘also that their absentee.and turnover rates are ex- ° 
tremely high. Similar obstacles to economic development appear today, 
in the mobilization of capital resources. The preference for invésting” 


in land,.as we have observed, and the Habit of keeping funds abroad 
are both results of the long a eae of a feudal nature in Lann : 


, l Ei T 

If we turn now to the United States, the early history of the British 
mainland colonies: shows that attempts were made in some places to 
establish a system of landholdings and’social classes resembling the.sur- 
viving feudal forms in England at that time. These attempts failed, ex- 


: cept. in the South. This exception will be dealt with rather fully later, 


since it is illuminating with respect to the theme of this paper. 
Granting that the impulse to establish relic feudal forms was omi 
in‘ the English. colonies as well as-in the Spanish and. Portuguese, it 


‘must ‘be recognized that it was weaker in the English case’ than in the 


others. The English economy at the end of the sixteenth century: was 
much more diversified than the Spanish. Feudal remnants persisted, but. 


_. they were not dominant as, in Spain. Trade and industry were not only 
more developed but were more.respectable socially. Merchants who had 


"acquired wealth were becoming landowners and were getting. incorpo: 


` 
— a 


‘rated into the landed aristocracy, thus weakening the feudal outlook 


of the.old landed families. The scale of social’values transplanted-to the ~ 
English colonies, therefore, was less rigid than the Spanish. The owner- 
ship of land was less important, and it soon became possible for a mer- 


` chant in the English colonies to enjoy-top social distinction without 


being a landowner at all. The difference in degree between the 
English and Spanish attitudes toward land ownership was not by itself 
decisive in pHnene about a different course of economic and social 
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olution in the two sets of colonies, but it did assume importance in 
mbination with other conditions. 


mæ Among these other conditions was the character of the Indian civil- 


+ 


izations found in the area of Spanish conquest. In some places—nota- 
bly Mexico, Guatemala, and the Andean country—the Spaniards came 
upon dense concentrations of aborigines, living in villages and towns, 
cultivating crops such as corn, beans, squash, and potatoes, and trained 
to perform a variety of craft and construction tasks. Once conquered, 
they could easily be parceled out and forced to work for their European 
masters—all the more easily because they were accustomed to working 
under compulsion for their own chieftains in the days before the con- 
quest. In other parts of the Spanish dominions there were no great 
concentrations of Indians, but mostly the natives were sufficiently 
sedentary so that they could be captured and put to work. Later, if 
necessary, they were supplemented or replaced by Negro slaves. 
Throughout the Hispanic New World, in spite of some exceptions, it is 
clear that aboriginal conditions lent themselves to creating a laboring ` 
population of servile character, thus facilitating the introduction of 
feudal institutions. 

In British North America, there were no densely-Aetied Indians like 
those of central Mexico or Peru. The will to take advantage of Indian 
labor was possibly not as universal among the early English colonists 
as among the Spanish and Portuguese, but certainly it was not Jacking. 
Attempts were made, by Puritan groups as well as others, to captivate 
natives and enslave them. These efforts, however, were rarely successful. 
By stubborn fighting and by taking to flight, the Indians resisted being 
put to work by the white settlers. They were exterminated or they were 
driven back, but they could not be converted into a permanent servile 
population. 

Geographic conditions also influenced the institutions which Euro- 


_ peans established in their colonial possessions of the New World. The 


tropical climate found in much of Hispanic America favored the pro- 
duction of sugar for export to Europe. Raising and processing of sugar 
cane could be done on a large scale using relatively large amounts of 
labor, and ‘thus the use of Indian serfs or Negro slaves was encouraged. 
Other tropical and semitropical export crops of colonia] Latin America, 
such as cacao, indigo, and cotton, had similar labor requirements and 
were also cultivated by unfree workers, In addition, the great discoveries 
of precious metals in the Spanish-colonies caused thousands of Indians 
to render forced labor in the mines. | 

In British North America, except: in the South, climatic conditions 
made it impossible to raise export crops calling for large amounts of 
labor. Similarly, during the early period there were no big strikes of 


` benefited at the expense of settlers. In some places the method of qis- 


- small farms. These and other criticisms have justly been made of the . 
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The ire AT I have aeo ey the weaker Engli 


' impulse to introduce feudal institutions, differènt Indian civilizations 


and different geographic conditions—adequately account for the differ- 


ence between the social system established in the British mainland 
colonies and that of colonial Hispanic America.? The difference became. 4 
‘apparent early. Subsequently, cumulative developments in each area 


tended to magnify the difference. Thus migration to the British colonies 
took ‘on a selective character. Those who were most dissatisfied with 


_ aristocratic privilege at home and who were enterprising enough to pull 


up stakes and risk a new life across the Atlantic responded readily to 


-the urge to migrate, especially to the northern and middle colonies. 
Yeoman farmers, artisans, and urban petty- bourgeoisie, all of whom . 


were prominent in the immigrant stream, gave additional strength to 


the social, economic, and political institutions already taking root in 


this part of the American continent. ` 
- The system of small landholdings which took hold during the colonial 


"as men 


enod was continued and extended after independence through the dis- `> 


__ posal of public-domain by the federal government. It is well known that 


the public land policy was fraught with errors of judgment, shattered 


ideals, corruption, inadequate protection of the public interest in mineral | 


and timber resources, and so on. Speculative interests were often 


posing of public lands resulted in tenancy rather than ownership of _ 


public land policy by many writers. Nevertheless, the recognition of 
pre-emption rights and also the Homestead Act, in spite of numerous 


_ drawbacks, gave continued scope for the establishment of small hold- 
. ings during the nineteenth century: The pattern of landholdings in this 
country was created before the national period of our history began, 


but the-public land policy deserves credit as a means of extending this 
basic landholding system. 

The wide distribution of land ownership { in the United States epito- 
mizes the dominant middle-class character of American social organ- 


to this kind of society, there were also well-known advantages of a mate- 


rial nature, expressing themselves in the economic development of the 


nation. and in comparatively high average standards :of living: The 


. broad middle-class market in this country was a potent force in the de- 
t Cliches Haring has an illuminating discussion of this question in his synthetic ac- i 


count of Spanish colonization in the New World, entitled The datas Empire in America 
(New York, 1947), 


- ization. If, as many have pointed out, there were cultural drawbacks `` 
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velopment of mass production methods i in manufacturing. As industry - 


advanced after the Civil War, it found right at hand a mass market. 
{Other factors, to be sure, played a part in creating this mass market. 


Highly productive resources certainly were important. Nevertheless, if | 
the social organization here had been like that of Latin America, with 


-a similar distribution of ownership of land and other resources, it is 
inconceivable that this country could have had-a mass market. Under 
such conditions the rate of industrial development would have been 
greatly retarded. 


We should also call to ad some of the advantages which this coun-- 


try enjoyed because there were no important social obstacles to the . 


pursuit of opportunity and the acquisition of wealth. Birth and social 
position did not determine the outcome of,a man’s career regardless of 
other qualities. Those born to wealth doubtless had advantages over 
others, but the others were not faced with social barriers which made 
it impossible for them to move upward in the income scale. Thus it was 
the United States, above all, that Europeans regarded as the land of 
opportunity, and it is not surprising that migration across the north 


Atlantic overshadowed by far all other movements of population in the. 


period of great overseas migrations prior to World War I. 


Just as the social system of the United States attracted ere 


adding their manpower and skills to the productive capacity. of the 


country, so must it have served to bring out the energies and latent © 


talents of those who were already here. In Latin America, the depressed 
peon, with no prospect of betterment, was hardly to be blamed for 
schooling himself in ways of getting back at his master by slowing 
down in his work and shrugging off responsibility. The habits of mind 
and the kinds of behavior ingrained in a people by four centuries of 
serfdom and peonage are bound to cling tenaciously, and there is no 


question but that they constitute a stubborn handicap to the efforts now | 


being made in Latin America to industrialize and to improve production 
in other ways as well. 

The emphasis given in this paper to social organization and the re- 
lated system of landholdings finds additional support in the economic 
history of our own South. Climate and soil early made it possible for 
tidewater Maryland and Virginia to become a center of tobacco pro- 


duction, and favorable natural conditions led to the raising of rice and 


indigo farther south along the coastal strip of the Carolinas and 


Georgia. All three crops found a ready market in Europe, and all three © i 


could be raised profitably with the use of comparatively large amounts 
of labor. Thus the plantation and Negro slavery became characteristic 
institutions of the South during colonial times. In the nineteenth cen- 


~~ 
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try, the same “system of production, with its attendant social struc- 
ture, became attached to cotton raising, Spreads ay through bee 


tier of southern states. 

The ante-bellum plantation system of the: South’ tembi the lati- 
fundia of Latin America. The two were not precisely identical. Never- 
- theless, they matched each other at critical points, and the similarity 
between the South and Latin. America was far -greater than between 
' South and North in this:country: To be sure, there were many small 
independent farms, in the South. Most of these, however, were sub- 
sistence farms located 'in the poorer areas. Where good soils and good 
location combined to make an area attractive for agricultural develop- 
ment; such as along the Mississippi and its tributaries, the small farmer 
could not share’ the opportunities enjoyed by the typical Northern 
‘farmer. By and. large, ii smial farmers óf the South were.a DS 
class. 

The planter. seo, differentiated hare from the EN iie 
farmers as well as:from the Negro slaves, betrayed characteristics simi- 
-Jar to those of the landed families of Latin America. They were famous 
for gracious hospitality and other kinds of conspicuous consumption. . 
Social considerations made them interested in investing in land and i in, 
- slaves, rarely’ in anything. else: ‘There were individual exceptions; of 
course, but the planters as a whole regarded commerce and industry 
. as beneath: the dignity-of a gentleman and as a threat to a way of life 
that had aesthetic and enduring social values of its own, ` 
_ If there was a tendency to monoculture and ‘one-sided economic de- 
velopment in the South inherent in the advantages of. specializing in’ 
. cotton production, surely. this tendency was greatly exaggerated by 
the social and landholding system. The South, I venture to say, could 
have produced just about as much cotton as it did even if it had had a 
more’ diversified economy. There.is every reason to believe. that the- 
South would have attracted European immigrants if it had not been 
l populated mainly by Negro slaves and subsistence farmers. Under ait 
ferent social conditions, there would have been more capital rather than 
a available for economic activities other than cotton raising. As it 
- was, it is not surprising that when the Civil War broke out. the South 
was far behind the North in the building of a railroad network and 
even farther behind in manufacturing development. — 

The tenacity of. Southern institutions is. shown by the course of de- 
velopment after the Civil War. The‘ abolition of slavery did not do. 
away with the plantation system, but led rather to a variation in form. - 
The slave was replaced by the tenant, especially the sharecropper, and 
_peonage became a characteristic featureof the Southern agrarian:struc- ’ 


ture. In this respect,.as in others, there was a close parallel to the ex- 
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perience of Latin: America, where the course of evolution ran joni 
nee serfdom ‘to peonage. Furthermore, tenancy-in the South was a - 


jeermanent status-rather than.a step toward ownership. This feature, 


to, offered a parallel with Latin: America and a contrast with the re- 


: madder of the United States. 


i As industry began to develop in the Sut: after the Civil War, earlier 
‘institutions made their influence felt in the establishment of mill vil- 


N lages and in paternalism. True, these developments were favored by 
) circumstances arising out of the war itself, as Broadus Mitchell has 


l 


Pa 


pointed out in his volume on The Industrial Revolution in the South ;, 

but they weré also an outgrowth of the depressed condition and lack of 
education of the. subsistence farmers who made up -the bulk of the 
wage-earning class in the new textile mills. Here again, an interesting. 

parallel can be drawn with Latin America, where numerous cases of ` 

` paternalism have -been found in the new industrial developments of | 
recent years. There was, to be sure, some paternalism in the early de- 
velopment of cotton mills in New England, but it was of short dura- ` 
tion, and it did not spread to other industries. and’ other areas of indus- - 
‘trial development in the North. In the South, although paternalism 


, may be dying out nowadays, it has shown a strong tendency to persist. 


P 


A 


We may expect a similar tendency, probably a stronger one, wherever 
paternalism has appeared in the new industrial Ce ee of Latin 
America. . l ! 

In what has gone before; I I have stressed the parallel development of 
socioeconomic institutions in Latin America and in the South of the 
United’ States. This emphasis was not intended to suggest that the two 


^ regions have had an identical historical experience. There have- been 


_many elements of difference, such as the profound influence which the 
- Catholic Church has had upon Latin-American culture and attitudes. 
But in spite-of such differences, the similarities have been striking. 
Both areas show the effects of a semifeudal social and landholding sys- 
tem in restraining economic development in. modern. times, and both 
show how stubborn such institutions are in loosening their grip. 

One principal question remains. to be considered in relation to the ` 
theme of this paper; namely, the effect of natural resources and other _ 
physical conditions upon the ‘comparative levels of economic eee | 
ment’of the. United States and Latin America. i 

No country in Latin America has had such a fine E TR of. 
physical resources and. ‘conditions to work with as the United States. 
Such a comparison, of course,, dllows for wide variations among the 


‘Latin-American nations. Some come much closer than others to ap- - 


` 


- 


| v nomic development than those of the’United States. One is-the com- A 


oOo 
' coo r ' 
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proximating “the benign natural. conditions of” the: United States. tn 

this respect, Brazil- is noteworthy. Brazil is a large country—largey ~“ 
than our forty-eight. states—and it possesses much good: arcana 
` “land, rich, forest resources, and a host of mineral deposits. In iron Brazil 
is especially fortunate. It is generally agreed that Brazil has the largest ; 
reserves of high-grade iron ore in the world. In two important ways,\ 
however, natural.conditions in Brazil have been Jess favorable for eco-. 







paratively large amount of area where tropical conditions prevail and ~ 
l ‘where s settlement. and agricultural development are handicapped: by’ 
high temperatures, heavy rainfall, dense native vegetation, leached soils, 
. and, energy-sapping diseases. In the second place, Brazil‘is poor in coal. 

' She has some coal, deposits in the southern part of the country, but | 


T they’ are geographically far. removed, ia thé iron reserves ‘and they . 


“ are also low-grade asto quality. | 

In spite-of these natural A ee be. Gonsidered 

a. country with rich natural resources.: Although not so well endowed as ‘*~ 

-. the United States, there is every reason, to believe that so far as re- ` 
` sources are concerned Brazil could have attained a much higher level. 

of economic development than it has. If it be argued that the develop- _ 

`- ment of industry has been thwarted by the lack of good coal, it may be 
pointed out that Brazil could have accomplished much more than she 

has with her agricultural resources. The difference in resource base can- 

‘not account for.the great difference in material development, and stand- - 

-. ards of living between Brazil ahd the United States.. ` 

. - Brazil, to be sure, is better equipped with natural resources an any p 
other country in Latin America. The physical advantages of the United ~^, 

States, therefore, are more important.in comparison with the other coun; ~à 

' tries than with Brażil. In some cases the advantages are extremely great. 

- Nevertheless, I believe that the institutional factors dealt with in, 

: this paper have had a more powerful and far-reaching influence thar 
‘Tesources in causing the wide divergence in rates of economic develop- ` 

` ment between the United’ States and Latin America as.a whole. It is | _ 
well to call to mind, in. this'connection, what Switzerland and the ~- 

‘Scandinavian nations have achieved with natural resources inferior to- 

‘those: of many countries in Latin America. We should remind our- - 
selves, too, of-our own South, which has a good endowment of soil and 
mineral resources., If resource conditions were the dominant factor, it . 

would be difficult to explain why economic development in the South `. -~ 


Z- has ‘been sluggish compared with other parts of the ‘United States. «. 


,Granited that Latin-American countries have. suffered from natural 
handicaps which.are difficult to overcome, the gap between possibility ~ 
and achievement ‘has: been a nae one. Under different institutional 


t 


_ 


n | 
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onditions, resource deficiencies of individual countries could have been 
etter made up by international commerce, including trade among the 
"Latin-American nations as a group. Similarly, some natural impediments 
to economic development, suchas those affecting agriculture and trans-. 
portation, could have been overcome by a greater application of modern 
technology and scientific knowledge if it had not-been for the institu- 
tional barriers inherent in the semifeudal social and landholding ee 
of Latin America. l 

These institutional barriers to economic progress, as pointed out 
earlier, are found in Latin America today, as in the past. They are, 
however, more important in some countries than in others; and in. draw- 
ing this paper to a close, I should like to insist on the need for studying - 
and evaluating the tenacity of semifeudal institutions in individual 
countries, if we are to have an understanding of the problems of eco- . 
nomic development in the Latin-American nations. Such studies are 
not only of academic value, but they are necessary for a wholesome 
program of economic assistance, whether under. the- Point Four label ` 
or any other. They cannot, to be sure, guarantee a successful program, . 
but they are indispensable if errors of judgment, sacrifices, and pains of 
pease are to be kept toa minimum, 
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The diffusion of private capitalism to date ias widened Dena. 
C in levels’of living. The gap between the Chinese coolie and | 
' the English tenant-farmer was undoubtedly less marked in 1750'than ` 
‘in 1950.. This outcome of 200 years of capitalistic development" runs 
counter to what traditional economic theory-would lead us to expect. | 
Time limitations and the competence of this audience make it un- ` 
‘necessary for me to elaborate on the orthodox views regarding the level- 
ing effects of international movements of goods, labor, and capital on '. 
factoral rewards and levels.of living in widely separated areas. , 
‘The failure of private capitalism’ to accomplish this leveling effect 
is due in part to the inability: or unwillingness of men to. move and in. 
' part to the refusal of ‘governments to permit freedom of trade.in the ` 
widest’ sense. But more important,- ‘probably, i is the fact that private - 
capitalism—as away of life as well as a method of production—pene-’ 
trates noncapitalistic societies at very different rates of speed. 
The penetration is relatively easy if- the people with a primitive 
- technology want the products of-a.more advanced technology suffi- - 
ciently to adopt the folkways or social values that go with the advanced 
_ technology. Among these social values are discontent with the existing 
~ culture pattern, virtually insatiable desires for the material products of. . 
' the machine, willingness to work according to the requirements of the 
machine, and willingness to accept individual’ responsibility. Individual- ’ 
ism and voluntarism are essential ingredients of a vigorous private 
enterprise system. Private enterprise can enter any society where these 
characteristics exist. 

Deeply rooted E folkways ‘destroy: the basis for the 
operation of the peaceful guid pro quo principle of the private enter- 
prise system. Economic imperialism represents violent penetration. The 
businessmen of a’ country with an advanced technology invoke the - 
political power of their government-to gain access to valuable resources . ” 
in noncapitalistic societies which the inhabitants are unable or unwill- 
ing to develop and offer in peaceful exchange. ` 

Imperialism raises a nice question of ethics. Does: the int of prior ` 
occupancy justify a people in locking up indefinitely resources. which 
can contribute greatly to the welfare of people everywhere? It is not 
` my task to explore this important issue; my assignment is concerned 
with regional -differences in’ rates of economic progress within ne 
United Sa l J Ss a | 
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I should perhaps state here that I am treating industrialization as 
synonymous with economic progress in the case of an area as extensive, 
-Ás heavily populated, and as poorly endowed with natural resources, 
particularly agricultural land, as the one part of the United 
States. 

The Old South provides an interesting svi of a delayed but suc- 
cessful penetration of modern capitalism into a relatively backward 
agrarian economy. I propose to identify the forces within the region 
which worked for and against the penetration, and then to note the 
outside reactions to this development. 

Before describing the processes of penetration it is worth noting that 
the Southeast is part of a national economy in which there is a closer 
approximation to the prerequisites of laissez faire capitalism than is to 
-be found anywhere else in the world. Free trade prevails throughout 
the national area. Men are free to move from one part of the country 
to another in search of opportunity, retaining always their national 
citizenship and guaranteed the rights of local -citizenship wherever 
they choose to settle. There are no serious religious or linquistic bar- 
riers. Education is publicly supported in every state of the Union. There 
are no legal barriers to capital movements and no serious differences in 
the kind and degree of legal protection accorded to property rights 
in the several states. The folkways are precomuinnely ee in all 
parts of the country. 

In view of these favorable ee conditions one would amet 
that the equalizing tendencies inherent in a vigorous, and, on the whole 
competitive, capitalism would by this time have eliminated gross re- 
gional differences in levels of living. In fact surprisingly great differ- 
-~ ences still exist. 

Before attempting to explain the reasons for the persistence of these 
differentials, it may not be out of place to suggest that a study of the 
economic progress of the Old South and of the resistances which that: 
progress has provoked in other parts of the country has international 
as well as domestic implications. It should impose caution upon those. 
who want the American government to direct the resources of the 
American people to the abolition of poverty throughout the free world. 
The task is immeasurably greater than that of eliminating poverty in 
the South. Harm rather than good will come from promising more than 
we can deliver. I have an uneasy feeling that many of the international - 
commitments which we have already accepted, or which we are being 
urged to accept, are unwise in the sense that they arouse excessive ex- ' 

- pectations. I do not believe that we can meet the communist challenge 

‘by promising more than we can deliver or will deliver and more than 

many backward peoples can assimilate. 


we la 
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| The Poverty of the Old South ` à; 


Since well before the Civil War the vast majority of the people ‘ir 
`, the Old South were poor by comparison with the people of New Eng- 
land and the Middle Atlantic States. For our purpose it suffices to note 
- the situation as it existed two generations after the termination of that 
conflict. In 1929 the average per capita income in the Southeast was’ 
‘hardly half that.for the country as a whole, and only 37 per cent of 
`- that in the old industrial Middle East. (See table below.) l 
© How are we to account for the persistence of “such a differential 
within a single free-trade market? Obviously there were unfavorable 
factors in the situation _ offset the favorable ones mentioned. 
earlier. 

Factors Responsible for. Southern Povey: In a Study of Agricul- — 
tural and Economic Problems of the Cotton Belt,’ a group of economists 
from southern universities and from federal bureaus listed the follow- 

„ing ten factors as. primarily responsible for the failure of the Cotton . 
outh to attain economic parity with the other principal regions of the — 
United States: (1) low productivity of manpower in southern agricul- 
ture; (2) the exceptionally high rate of natural increase of the southern 
farm population; (3) the past and continuing: high rate of soil erosion - 
and soil depletion; (4) lack of capital; (5) educational deficiencies; (6) 
health deficiencies; (7) lack of skills for nonfarm pursuits; (8) the 
South’s infant industry status; (9) inadequate local market demand; 
(10) adjustments required by increased raté of farm mechanization. 
The Regtonal Pattern of Factoral Rewards. These adverse conditions 
produced the effects on factoral rewards which orthodox economic 
theory would lead us to expect. Interest rates were substantially higher 
` than those prevailing in other parts of the country. The rent component 

in the low regional income was relatively high, but the low fertility 
-of most of the southern soils and the absence of large cities resulted in 

land values and rents which were lower than in the more urbanized 

and industrialized parts of the country. Wages were very low for agri- | 
“cultural workers and for the unskilled generally. The relative scarcity _ 
' of semiskilled and skilled workers resulted in a substantially larger 
spread in the differentials above the industrial common labor rate than 
' was to be found in the highly industrialized regions. 

‘In 1940, 58 per cent of the employed in the Southeast and in the 
Middle ‘States’ were Classified as skilled, semiskilled, and unskilled, but 
the breakdowns were. very “different. In the Southeast 13.7 per cent were 

.Classified as skilled; 29.3 per cent as semiskilled, and 57 per cent as un- 
skilled. In the Middle States the corresponding percentages were 22.4, 


* Hearings before. Special- Subcommittee on Cotton of the Committee on Agriculture, 
ere of Representatives, 80th ones 1st sess. (Government Printing Office, 1947), p. 506. 
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43. | y baa 34.5.2 These differentials resulted in the very pronounced 
differences-in the structure of wages-in the two regions to which refer- 


ece was just made. The wage rates for common and semiskilled labor - 
“in the Old South were very low. Moreover, the existence of a very large 


number of prolific farm families with annual earnings even lower 
than those of the families of unskilled nonfarm: workers meant that 


a substantial expansion of industrial employment could occur without - 


the necessity of any appreciable rise in the unskilled and semiskilled _ 


labor rates. Southern firms, on ‘the other hand, frequently paid higher 


wages for skilled labor than did their competitors in the older indus- . 


trial regions. A further point is to be noted. Southern industrial wages 


were substantially closer to those prevailing in the industrial regions - 
than southern per capita income was to per capita income in the in- © 


dustrial regions. This indicated that in terms of locally available al- 
- ternatives, the South’s industrial workers were relatively well paid, 


however inadequate their incomes appeared to be when compared with. 


~ those of industrial workers in other areas. 
Factoral Rewards and Regional Adaptations. ‘Once the South had 


recovered from the destruction wrought by the’Civil War and the 
` demoralization of defeat, reconstruction, and military occupation, the 
above pattern of factoral rewards set in motion the expected equaliz- 
' ing adaptations. An outmovement of population took place in every 


decade, rising and falling with general business conditions. In decades | 


of generally good business, the rate of growth of the population of the 


eleven states of the Southeast, despite very high net fertility rates, - 


lagged behind the national rate of growth by from 26 to 33 per cent. 
In the depression decades of: the seventies and the thirties, the re- 
gional rate of growth exceeded the national rate by 18 per cent and 


47 per cent, respectively. In the prosperous twenties more than a mil- 


lion and a half people left the region in search of more favorable 
opportunities elsewhere. Countering this exodus of people was a slow 


and irregular i increase in the’ volume of nonregional capital entering me 


- area in search of profitable investment opportunities. 
Southern industrialization proceeded according to expectations. The 


new industries which established themselves in the South were those- 


which could take advantage of the region’s raw materials and its abun- 


dance of relatively low-paid unskilled and semiskilled labor. The in- < 


dustries of the South were typically low value-added industries. In 
1939 the value added per wage earner in the industries of the eight 
states of the Middle West centering around Indiana was 53 per cent 
- higher than in thirteen cotton states.* 


t+ 


3 From data compiled by McGraw-Hill Economics Department and published in Business ; 


Week during 1947. 
* Hearings orare Special Subcommittee on Cotton, p. 691. 
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The diffusion of capitalism widens geographical differentials in. levels - 


.of living as long as people in areas of advanced capitalism increase ` 
their equipment per worker and i improve their organization. faster th 


` people in ‘less developed areas. Up until the turn of the century—and 
; perhaps up to the end of the twenties—this may well. have been the 


case in the United States. Thus the National Resources Committee : 


- noted, in Problems of.a Changing Population (page 68), that the share: 


of total industrial wages paid by firms in the eleven old and established . 


‘Industrial states increased from 75 per cent to 82. per cent in the thirty- ` 


year period ‘from 1899 to 1929, and concluded, in accordance with 
the analysis in Migration and Economic Opportunity‘ (a. co-operation 


study under the direction of Carter Goodrich), that this was the. 


natural pattern, based on the principle of comparative advantage. It 
predicted that in the future, as in the past; the nonindustrial ‘parts of | 
the country would adapt themiselves to this pattern. A considerable 
part of the population surpluses i in the agrarian parts of the country 


would find employment i in “the industrial belt” and a portion. of the . 


as Sag 


surplus’ savings of that region ‘would flow out to finance. the im- 


' provement of agriculture: and the exploitation of the natural resources | 


of the feeder regions. a 
‘This thesis has been day challenged. Even the data presented / ! 


_ in Problems ‘of a Changing Population (Table 7, page 68) permit a 
different interpretation. Thus between 1919 and 1933 the Southeast’s 
- share of wage jobs rose by 34 per cent, in contrast with a decline of 


8.4 per. cent for the Northeast and an insignificant increase for the 
Middle States (0.4. per cent): The census figures for 1937 led Profes- 
sor, Spengler" to predict that “a considerable proportion of such futire 
manufacturing as takes place in the United States will take place . 

in the Southeast.” He based this prediction on the fact that in the “ 
period 1899 ‘to 1937 his southeastern region increased its percentage: 


.” Ofswage jobs from 6.2 to 11.5 while every other region, except Louisi- ~ 
' ana-Texas’ (which he treated’ as distinct from’ the Southeast) lost. 
i ground. ‘The developments of the next thirteen years have confirmed. ~ 


the- fact that the old industrial pattern is breaking up and that the 
Old South is catching up. A McGraw-Hill study which appeared in 


Business Week (August 7, 1948) showed that industrial migration - 


‘occurred on a larger scale than ever before in the period: 1939 to 1947, 


and that the. Southeast, the Southwest, ‘and the. Far. West were the 


- ‘only regions to make relative gains, 


‘The over-all effect of this rapid penetration of en capitalism 


into the Southeast has been to. narrow r differences i in re- 


: ‘ University of Bangia Press,. 1936, 
=J. J. Spengler, “Regional Differences and’ the Future of Maniar tunng | in the United 


States,” Southern Economic Journal, AR 1941, p. 488. 
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gional levels of living as measured by regional per capita income 
figures. The data in the following table reveal the extent of the change 
An the period 1929 to 1947. 

During this eighteen year ‘period the Southwest, the Southeast, and 
the. Northwest registered relative gains of 21, 31, and 32 per cent, re- 
spectively. All three regions are still relatively agrarian and all have 
benefited by the striking improvement in agricultural prices. It is sig- 
nificant, however, that the population of the Northwest increased by 
only 1 per cent in this period while the other two regions registered 
population gains roughly the same as the 18 per cent registered for 
the country as a whole. The Northwest thus improved its relative 
position primarily through a population adjustment, whereas the 
agrarian states of the South improved theirs primarily through a 
speeding up of the rate of capital formation. ' 


Per CAPITA Incomes py Recions, 1929 AND 1947 


As PERCENTAGE OF 
NATIONAL PER CAPITA 


7 


STATE AND REGION Amount IN DOLLARS , INCOME 

7 1929-1947, 1929 1947 
Continental U.S.A. .....-....0. 0 eee ee, ‘5. 680 1,323 "100 100 
New Enrland oessreri soa ona toca 838 1,444 123 109 
Midđdle tG8Stsfcacusaan ose oben eos 926 1,559 136 138 
Central ence red eroa chee oe 720 1,391 106 105 
Northwest .......ccccceeeeeeeceeeueecs 534 1,373 79 104 
Far West ig ws ere erence Deed oe hee we 865 1,559 127 118 
Southeast ac. Jinn ccdadec ee ence ost UNE 344 883 51 67 
Southwest: 66.0 6440084¢s6% see eiedsasewve 464 1,081 68 82 


Source: Survey of Current Business, U. S. Department of Commerce, September, 1948, p. 17. 


Figures for later years will undoubtedly show that this equalization 
process is still going forward. Nonetheless, the Old South is still in- 
adequately supplied with artificial capital and the industrial revolu- 
tion going on in agriculture there, as in other parts of the country, 
requires a very rapid increase in capital if the workers being diš- 
placed from the farms of the South are to find near-at-hand employ- 
ment and are to be as well backed with capital as. nonfarm WOrSEES 
in other parts of the country. 


Reactions to Southern Economic Progress 


In the balance of this paper I propose to examine the reactions of 
other regions to the successful penetration of capitalism into the bank- 
rupt and semifeudal agrarian economy of the South as it prevailed 
at the close of the Civil War. 

As’ long’ as industrialization proceeded i in the South no more rapidly 
than in the older and established industrial regions no difficulties 
arose. But with the onset of the Great Depression the expansion of 
industrial wage jobs in the South took on another mien. With wage- 
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jobs contracting in the older industrial regions, it was not cantata 
for management and labor alike to feel that they were being subjected 
to unfair competition. The cry arose that the South was’ profiting 
through the exploitation of its workers. As the depression | dragged — 
on and as groups became more and more accustomed to looking to 
Washington for help, what could be more natural than to demand of. 


Washington a magic formula’ whereby the development of the poua a 


could go forward in ways less painful to-its neighbors. 
Since thė progress of the South depended so heavily, on its wage 
advantage, the formula would have to withdraw this advantage. The 
NRA codes represented the first experiment in the fiat narrowing of 
regional differences in wages. After the demise of the NRA the hastily 


passed Walsh-Healey Public Contracts Act of 1936-was used to pre- 
vent southern firms from bidding on government contracts in excess of - 
$10, 000 unless their wage scales came up to the industry-wide or near . 


industry-wide standards determined by the Administrator. The method 
of determination invariably fixed the minimum well above the rates 


currently being paid-by southern firms, except in cases where the in- . 


dustry was already concentrated in the South. The Fair Labor Stand- 
ards Act of 1938 carried the attack still further. It prohibited firms 


from engaging in interstate commerce unless their entrance rates meas- ` 


ured up to a- minimum which took-no account of regional or size of 
city differentials. The Wagner Act had as one of its purposes thé 
encouragement of collective bargaining in the South. It was hoped 
‘that the unions would thus take over the task which had had to be 
‘dropped when the NRA was declared unconstitutional. — 


As an offset to these measures, which reduced the capacity of the 


-South to attract outside risk capital, the formula called for the in- 


jection into the southern economy of public funds to be. secured in -< 


part through the banks by deficit financing and in part through taxes 
with a predominantly non-southern regional incidence. The injection 
occurred through: generous agricultural aids, social security grants, 
TVA, and -public works generally. Sharp, increases in the corporation 
tax and in the rates and progression of the personal income tax pro- 


tected the South from the risk of mene to pay’ in full for these sub- . 


sidies. 
‘These were the pinapa ements: in the magic (aaa: That it 


~ 


played hob with the principle of federalism passed almost unnoticed | 


and was regretted only by a few old-fashioned persons who saw in. 


federalism an indispensable means n reconciling sectional and mie 


‘national conflicts of interest. 

The federal full employment bill of 1945 marked the logical cul- 
: mination of these separate efforts to help all parts of the country. It 
. attempted to write the magic formula into a single law. It imposed upon 


` 
7 DIFFERENTIAL ECONOMIC PROGRESS = 391 


the President the obligation to recommerid, if all else failed, the volume 

f spending required to create conditions such that “all Americans able’ 

_-/to work and seeking work,” including agricultural workers and do- 

mestic servants, should be able to find “useful, remunerative, regular 

and full-time employment. ” The adjective “remunerative” was not 

defined, but it seems probable that the Administration would have 

.. urged at least the minimum as it stood in the Fair Labor Standards 

Act, as far as common labor was concerned, if not the still. higher 

- rates set by the Administrator of the Fair Labor Standards Act in his 
capacity as Administrator of the Walsh-Healey Act. 

In the same legislative hopper with the full employment bill was 
a bill to raise the minimum under the Fair Labor Standards Act to 
65 cents and eventually to 75 cents an hour. At the-time only a small - 
minority of southern workers were getting as much as 65 cents an 
hour and these were largely concentrated in the export’ industries of 

_ the several states.° Under these circumstances, if the President and 
the Congress were really prepared to carry out the spirit of the law, 
it would have been necessary to declare that the bulk of the working 
population in the South were not “remuneratively” employed and to 

~ have expanded federal spending there to the level that would have 
made it impossible for private firms in’ agriculture and in intra- and 
interstate trade to hire workers for less than 65 cents an hour (or 
whatever higher rates the Administrator of. the Walsh-Healey Act 
found to be the prevailing rates in the various industries making up 
the American economy). - 

Neither the full employment bill nor the bill to amend the Fair 
Labor Standards Act got through the Eightieth Congress. A 75 cent 
amendment was passed later and a revised Employment Act of 1946 
contains all the essentials of a full employment program and can be 

~ implemented: according to the original ae if an Administration , 
and a like-minded Congress ‘so desire.” : 

If we persist in trying to implement this magic formula® for fitting - 
the dynamic and expanding industrial South into the national Peono 
three disquieting consequencés may be anticipated. 

1. We shall create a South with a disproportionate part dt its 
workers employed by government agencies. The federal government 

_ will have to finance the jobs because of the fallacious idea that all- 
people i in the South are‘entitled, as a right, to a minimum level of liv- 
ing and that they should not work for hire for any firm that is unable 

‘For data on Tennessee in 1945 see my "Geographical Aspects of a Minimum Wage,” 


Harvard Business Review, Spring, 1946. 

"Statement of Senator T ames E. Murray as reported i in the New York Times, February 
9, 1946. 

t Inflation and federal aid successfully obscured and faded defeated the unfavorable 
a ae effect of the “fair wage” part of the magic formula. - 
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— to pay a wage sufficient to provide this minimum.’ We shall thus legis- p 
late upon an unwilling South the very kind of fundamental disequi- , ; 

: librium which, in the case of sovereign nations, is used to justify eur-\_ 
-rency depreciation, éxchange controls, protective tariffs, export. sub- . 

 sidies, and the host of.exceptions to the principle -of nondiscriminatory, N 

= poultilateral trading under stable exchange rates, which is one of our 

avowed . international objectives. We shall deny. “to the. South, how- 
ever, the right to resort’ to these measures for correcting its “funda-. 

- mental disequilibrium. Consequently the. people outside the South 
__-will:be morally obligated to tax themselves to provide for those wom) 
private firms cannot afford to hire. ee 

Parenthetically speaking, this same idea seems to he shared by a 
- experts, in their report to the United Nations on National and Inter- 
national Measures for Full Employment.’ They recommend thatthe 
~ governments of countries, with “chronic surpluses” in their ‘balances. 
of payments should guarantee to the governments’ of couftries with 
“chronic deficits” loans, at nominal rates of interest, sufficient to bridge i 
‘the difference between the deficits and what theit private firms and 
private savers are prepared to invest in the deficit countries. - | 

_ 2, Assuming for the moment that we are really prepared to support. i 
_ the South in the style that will make her a less formidable competitor, 

_we must. face a second consequence which, will involve an awkward 
‘choice between inflation, suppressed inflation, and a continuous | and 
crippling burden of’ taxation. N 

| Personally I do not believe, that the. people. aiie de the South will 

_ tax, themselves indefinitely to‘ cure the unemployment in the South . 
created by their determination to see everyone employed at a fair ~ 
wage. The magic formula:is politically workable only as long as the | 
costs can be concealed. Deficit financing i is the politically appropriate. 
method -of financing the formula, But in that event most of the new 
money would soon flow into consumer goods channels via the spending 

- of those on the ‘public pay rolls. Their presence on the public pay . . 
rolls, however, would mean that less privately produced consumer | 
-~ goods and services were coming onto the market. Unless the govern- - 

ment charged. “prices” for.the expanded volume of publicly produced 
‘goods and services, thereby absorbing the new money, prices in the 
private sector of the economy would rise. Only over-all price and wage 
controls, rationing, and allocations could prevent very serious. infla- 

_ tion. The chances are good that we would attempt to hold down 
prices, despite the fact that a private enterprise economy, cannot func- 
tion for any extended period. undér a regime of suppressed inflation. 
3. We shall assist. in restricting trade.and commerce with foreign © 
nations, which i is the exact opposite of one of the declared purposes o 


° United Nationis, Department, of Economic Affairs, 1949. ~  —~ 
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the full employment bill. Why is this? Because, if public opinion comes 
to take it for granted that competition is unfair. and detrimental to 
commerce between the several states of the American Union, when- 
ever that competition and the resulting trade are due to marked 
disparities in the earnings of workers of comparable skills, then that 
same ‘public opinion will find it still more self-evident that it is unfair 
to-ask American workers to compete against foreign workers whose 
rates of pay are far lower than those in the South. Too many of our 
teachers of labor economics appear to be unaware of the protec- 
tionist implications of their assertion that if a union is to be an effec- 
tive bargaining agency, its jurisdiction must be as broad as the market 
for the products made by its members. This would make sense if 
labor were truly a commodity that could be moved about as easily 
as goods move and if the workers in high wage areas welcomed with 
open arms their fellow workers from low wage areas. But as long as 


labor is highly immobile, we must look primarily to capital movements 


and commodity movements between nations and between regions to 
bring the wages and the levels of living of the people in poorer areas 
up closer to those in the more fortunate areas. Men of good will will 
wish to help in this process of equalization; but if they are to succeed, 
they will first have to rid their minds of the confusion enshrined in 
the full employment bill, the Fair Labor’ Standards Act, the report 
on Nattonal and International Measures for Full Employment, and 
in provisions like the following in the proposed Charter a the Inter- 
national Trade Organization (Article 7, Chapter IL): 


The Members recognize that unfair labor conditions, particularly in Toihan for 
export [italics added] create difficulties in international trade, and, accordingly, each 
Member shall take whatever action shall be appropriate and feasible to eliminate such 
conditions within its territories. 

2. Members which are also members of the International Labor Organization shall co- 
operate with that organization in giving effect to this undertaking, 

3, 2 all matters relating to labor standards that may ‘be ed to it the Organiza- 
tion .. . shall consult and cooperate with the International Labor Organization. 

If we who are fortunate enough to live.in the wealthier parts of the 
United States really wish to help our fellow men who live and who 
for the most part would prefer to continue to live in familiar but less 
favored areas, let us do more trading with them and less preaching 
at them. And if they really want to help themselves, let them follow 
the example of the South and create the conditions that will attract 
outside capital. If they will do that, our capital and know-how will 
be at their disposal. The millennium is not around the corner and we 
will not speed its coming by urging upon them standards they cannot 
now afford and by promising them the help we are neither able nor 
willing to -render. 


* This statement should not be interpreted as opposing generous: ‘gifts to aid people 
in backward' areas, provided we do not try to bribe them to adopt standards which are 
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MARTIN BRONFENBRENNER: The first thought which occurred to me on ` 
reading and hearing these three papers is the scant comfort which a Marzist 
would derive from them. For as I understand the Marzist formula of historical 
development, it is the sweep of developing economic life which alters economic 
and social institutions, and in these papers we have seen two instances where _ 
the causation works primarily i in the reverse direction. These are the studies 
of Professors Mosk and Van Sickle, which seem to me to support essentially 
institutional theories of economic development, with such factors as the lati- 
fundia system of land tenure, unfavorable transportation rates, and minimum. 
wage legislation accounting for differential rates of development between 
regions, The third paper, Professor Buchanan’s, on which my attention will 
be concentrated, differs chiefly in that relatively’ minor social and’ political ' 
(rather than economic) institutions are called upon to explain the differences 
in economic development between feudal Japan and equally feudal Asia. 
It would be-interesting to see what a convinced and one-sided Marxist would - 
make of similar comparative studies of differential economic development. ` 

It is difficult to disagree with Professor Buchanan’s explanations of the 
last-named. set of differences, except conceivably as a matter of emphasis. 
Let me summarize for you the five main points which I distilled. Bom: his 
paper: 

1. Japan was never, like India or Indonesia, subject to colonial exploitation. 

2. The Japanese ruling classes were aware of the dangers of colonial 
exploitation and strove consciously to avoid them. 

3. Japan alone among Asiatic nations had a strongly developed spirit of 
nationalism, economic as well as political, which led to government develop- 
ment of public utilities and industries connected with the national defense. 

4, Japan had a higher degree of geographic and governmental unity than 
‘other Asiatic nations. - 

5, Japan had a strong internal government. Internal order, in particular, 
was maintained throughout, and capital accumulation was encouraged there- 
by., Japanese feudalism, unlike Chinese or Indian equivalents, had succeeded 
_in devolving the policing function successfully upon a special knightly. class, 
the bushi or samurai. 

Of these five points, the second—Japanese consciousness of the dangers to 
be avoided—is relatively new to me., If I had written this paper instead of 
Professor Buchanan, I should have placed rather less weight upon it than 
_ Professor Buchanan did or, alternatively, I should have felt required to 
buttress it a little more strongly with footnotes, citations, and supporting 
evidence. To offset this,-I should have placed Professor Buchanan’s fifth. 
factor in first place, with special reference to the maintenance of order and 
security and to the differences from the Asiatic Continent in this respect. But . 
these are merely matters of stress and hardly subjects for prolonged argument. 

Before I close these scattered remarks, I should like to take you for a ride 
on a favorite hobby of mine, not touched on directly in Professor Buchanan’s 


i 


, 
~ 


DIFFERENTIAL Pee NOMaGs PROGRESS—DISCUSSION . 395 


“essay, and that is the. present-day signifigance. to America of the economic’ . 
history of Meiji and Mitsui Japan over the interval from 1860 to 1910, 
approximately. It seems to me that we would be much less impressed with the 
‘accomplishments of the Soviet Union since the 1917 Revolution and much 
less inclined to consider that only a highly advanced and progressive social 
system could have brought them about, if we knew more about the develop- 
ment of Japan under a social system that most of us would class as retarded 
and at least ‘semifeudal. Japan, over a fifty-year period,. succeeded simul- 
taneously in doubling her population, doubling. her standard of living as 
measured by real consumption per capita, and rising from a military. non- 
entity to a world power. This is not the place and I am not the man to compare” 
the two developments in full detail, but I should like to suggest that in 
` neither case is the explanation to be found in the superiority. of the political 
or economic systems of the countries involved, but rather in rigid discipline 
plus the wholesale and rapid adoption. and adaptation of the industrial 
techniques of Western Europe and America. Let me merely repeat in closing - 
that students of economic history and development would be in a position to 
render a real service to their students and ‘the public if they knew more about’ 
Meiji Japan and let their knowledge temper their astonishment at the achieve- `. 
ments Soviet Russia. ` : 


ieee is FISHER: „An understanding of the causes of economic progress 
has long been sought by social scientists. Part of this understanding involyes 
the measurement and analysis of differential economic progress. in different 
countries and regions. The pursuit of this will-o’-the-wisp is frustrating, but 
to the person who finally i is able to grasp it, or part of it, the rewards will be 
great. $ 

‚In the third paper in this group, Professor Van Sickle has given us a. 
provocative examination of the Southeast as a region of delayed industrializa- _ 
tion. Dr. Van Sickle ħasa considerable advantage in speaking on this subject 
since he is both an insider and- an outsider. For some time he lived in the 
Southeast and worked on that region’s economic problems. Now he. lives out- 
side the Southeast and is i to view the probem of his former region from 
a distance. 

I would certainly agree ‘with Dr. Van Sickle that the Southeast is a case of 
: delayed industrialization. The reasons for the delay have been expanded upon 

by many writers. As Dr. Van Sickle notes, capitalism penetrates more-or less 
noncapitalistic areas at widely different rates, depending upon the individual, | 
social, economic, political, and culttral receptivity of the area to capitalistic 
development. This was’ quite apparent in Professor Buchanan’s discussion 
of Japan and other Asiatic countries. Professor Mosk in his paper on “Latin 
' America versus the United States” developed this point with reference to the ; 
_ countries south of the border. Institutional factors in these countries, such as 
the tenacity of a semifeudal agriculture and a preference for investment in 
land, throw up a barrier against industrialization which is not easy to sur- | 
mount. With many differences, the Southeast only in more recent decades has. 
been making major headway in overcoming similar barriers. - 
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The ten principal factors cited as desponsible for. “poverty i in he Old South”. . 


are those which the author and his colleagues developed in the Pace Committee 
Study of Agricultural and. Economic Problems of the Cotton Belt. I-would ‘add 


a couple more to it which might be thought of as falling within one or another, 


of Van Sickle’s list, but which stand out more clearly if separated from them. 


The first’ is. the unfavorable terms of trade of the Southeast which, though 


E diminishing, still characterize the region, The Southeast, more than the rest 


~ 


of the country, depends upon exports abroad and to other U.S. regions which, ` 


during most of the nation’s history, have been competitively produced and 


' marketed. Southeast imports, on the other hand, have tended more to be > 


manufactured products produced frequently under conditions of monopolistic 
. competition. As a result, exports have tended to be low in-price and imports 


high in price. This point has been developed with some care by Hoover and .. 


Ratchford in the report they prepared'a year and a half ago for the Council 
of Economic Advisers entitled, The Impact of Federal Policies on the Economy 
of the South, 

` Another main factor TE for southern poverty Ti I would add is 
the prevalence of an agricultural.land ownership system which in the South, 


more than in the rest of the country, is characterized by relatively large . 


numbers of sharecroppers, tenants, and submarginal private owners working 


uneconomically small farm units. This, I would argue, is an institutional 


barrier to. development, since it sustains a fairly large element in the popula- 
tion with a frame of mind not -hospitable to technological change nor 


particularly ready to assume the initiative and responsibilities of enterprising 


ownership. ! 
- The evidence is clear that the Suteki in recent years has Ai rapidly 
' on the national average in such basic measures of economic welfare as per 


‘ capita income, percentage of higher value-added industries, and percentage © 


of the labor force with higher skills. Partly, I suppose it is because the 
Southeast had so much farther to go tham the rest of-the country. The’ chief 
_ reason, however, as Dr. Van Sickle points out, appears to have been the 


growing importance of industry in total regional economy. The fact.that | 
_during. the twenties and during the forties large numbers of southerners | 
migrated north and west to higher paying jobs meant that per capita measures 


of economic welfare rose much faster than they could have done otherwise. 

' Awareness of the advantages of the large trainable labor force in the South 
. in combination with favorable resources, climate, markets, and other advantages 
has lead more and more’ northern firms to seek southern locations for 
expanded operations, and also has led to a considerable indigenous industrial 
growth. Southern initiative and enterprise, private and public, along with 
northern, has played an important role in these developments. The recent 
case studies of Why Industry ‘Moves South, by McLaughlin and Robock, 
indicate that the large, stable, trainable labor supply in the South constitutes 
more of an eee ee to new industry than lower wage rates or.less developed 
unionism. 

The last half of the paper, whieh is on reactions to southern economic 


progress, is. ‘much more restricted than the, first half, and deals almost exclu- 
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yf : & A SECOND LOOK AT POINT FOUR.” e 

l, _ ao By James BASTER | E $ ar 
United: Nations . 


Because its aims are foe and somewhat ill-defined, Point Four 
is.in some danger of coming to mean all things to all men in the under- 
developed: areas: But at least part of its. motivation in the Western 
countries may be said to arise from the desire to see the standard of 
living of underdeveloped countries raised in a, way which will establish 

-7 or strengthen the kind of economic system already in operation in the 
-- West, where resourcés are, broadly speaking, allocated by the move- ` 
ment of prices, and the decision to spend or not to spend is left to the, 
‘individual ihcome receiver. Thé problem ‘of transplanting from Western. 
| "countries to underdeveloped areas what may shortly and with pardon- 
-able exaggeration. be called the “free” economy. has so far proved i in - 
fact very intractable. and indeed the inability to spread itself in non- 
Western environments may yet prove to-be the culminating failure of 
-that system: The recipe so far applied has been to export capital and 
., technical knowledge to the underdeveloped countries under the ordinary | 
stimulus of profit on the assumption that the rising ‘standard. of living 
resulting | therefrom will provide a congenixk climate in which the ‘free . 
economic system may take root. Point. Four is a swmewhat new “‘depar- 
ture in this field, and the object of this note is to enquire; onthe assump- _ 
_ tion thgmmbbee d oansi on diha a-y amié system is desiraDs, how 
nowledge from developed to 
ith the growin of such a 
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In principle it is surely unexceptionable that economic resources ` 
should be used in the most efficient way in the light of the most up-to-date ` 
technical knowledge available anywhere in the world. Although this 

! oughit not to imply i in theory and cannot imply in practice that every- h 
_ one everywhere should know. everything, there is obviously agreat deal 
: to ‘be said for spreading: a knowledge of the application of current sci- 
entific discoveries to the production of needed commodities. From this’ - 
assertion it is but a short ‘step ‘to the ‘preparation of ‘schemes for the 
dispatch of technical experts all over ‘the world from rich countries 
| which.can afford science. to poor countries which cannot;and the trans- 
fer in-due time ‘of.the capital necessary to fnance the projects of “eco- | 
+ nomic development” which they work out on the spot. Of course it is 
' true that there:may be no explicit link between technical assistance and 
. foreign-loans, but it is usual to. assume an implicit ‘one; and it i is fairly 
-obvious that the interest of poor and underdeveloped countries in re“ 
l ceiving, advice without the means to put it into effect would. be.minor. 
It may be ‘asserted of these countries with some confidence that while’ 
they. do. not ‘mind pleading ignorance and.poverty they do not like to” 
be convicted of i ignorance ‘tout court.. S 
Howeyer hecessary the link between fue assistance and capital 
Ri exports may prove: ‘to. be for political reasons, - the. ‘economic conse- 
© quences have sometimes been unfortunate in practice in the past aná- 
-risk being 5O in the future unless some simplë economic truths are more 
widely appreciated. than they appear.to be at present. The appropriate 
: definition òf: a technique from the present point of view might: be “a 
“method of assembling quantities of factors for the purpose of producing 
= some wanted. good, independg Of: price” stage of 
‘which is that it high: lights 
” numerable ways of produg 
' the most, economical wa 
-© factors are obtainable 4 
- technicians do not hg 
-and could. be pract 
sponding to the ï 
ucts familiar i j 
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dabie finance and less reluctant to adopt direct dd than 
others, the differences ‘are: in general slight and the similarity of de- 


velopment impressive. Nor are these differences-certain to continue in 


the future. Relatively slight shifts in the internal balance of power may 
_ well diminish pea i 

! IIL re : 2 
The central joben, a does not. relate to differences in prac- 


~ 


tice but to the problem of incompatibility. Is a high'level of redistribu- ' 


tive finance and is the use of direct welfare controls: compatible or in- 


| compatible with a liberal economy? These are the two ome and ` 


they require separate treatment. - & 

Public finance is -redistributive when it makes ral incomes ` less 
unequal by mahipulating taxes and public expenditures. On the tax 
side, we are- interested in the level of taxation and in whether or not it 


7 


is progressive. On the expenditure side, we must pay attention to direct 
transfer payments (such as unemployment benefits, pensions, and cash _ 


benefits from health insurance); to indirect transfers in the form of 
subsidies (such as food and housing subsidies) ; ; and to expenditures on 
certain kinds of public consumption, especially free education aaa free 
health services. 


The familiar case against redistributive fnance as a ndia de- 


bilitating the creative forces of the liberal economy is generally stated 
as follows: Under the přice system gross income differentials tend very 

roughly to equal the value of productive services rendered; thus giving 
- the owners of each factor a powerful incentive toward maximizing its 
productivity. By divorcing net real income from productive effort, re- 
distributive finance tends to have a disincentive effect which works, i 
two ways: by diminishing the net incomes of the more productive à 
tors (via taxation) and by augmenting the net incomes of the less p 
ductive factors (via public expenditures). This may cause both ki 
of factors to be less efficiently employed than they would be otherwise 
Specifically, it is contended (1) that redistributive finance tends | 







` reduce the supply and efficiency. of work by changing the balance be- . 


tween leisure and money-earning activity, by weakening the incentive 
to acquire special and superior skills and to shift to employment where 
these skills are best rewarded, and by reducing work effort; (2) that 


it tends to discourage venturesome investment by cutting into the re-- 


wards of risk-taking without reducing the risks, thereby . putting a 
premium on liquid holdings and relatively secure investments; and 
(3) that it tends to diminish both the ability and the propensity to save. 
In addition, there are several relatively minor effėcts, ‘Redistributive 


finance may induce emigration of capital and labor; high business taxes- 


may encourage wasteful expenditures in the form of excessive advertis- 
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cial services, such as education and health, there has been some shift 
in income distribution i in favor of the lower-income groups in nearly . 
_All countries. Most income redistribution, however, seems, to ‘have 
occurred within the working class. Especially i in France and Italy, in- 
come redistribution was effected largely in favor of married workers. 
with large families at the expense of single wage earners. With the pos- > 
sible exception of Italy and Switzerland, the general impression is one 
of similarity rather than divergence i in. the development of welfare meas- - - 
ures. Switzerland, however, was and is in a rather special position, and 
Italy, for many reasons, can scarcely claim to have a model liberal ` 
_ economy notwithstanding her a ak restraint in: Beveopine. wel- 
- fare programs. 
The. original spread of divect controls and subsidies and the differen- 
_tial rate of decontrol have perhaps more than any other single factor 
contributed to the feeling that Western European economies can ‘and - 
should be properly divided into liberal and welfare. However, we are 
concerned here only with controls whose major purpose is a welfare 
- purpose as defined. No doubt, the firm determination fo let neither infla- `. 
tion nor disinflation diminish the share of the lowest income groups - 
-in aggregate real income made, in Britain and the Scandinavian coun- — 
tries, for slow haste in the pursuit of disinflationary measures and 
hence i in the gradual. abandonment of direct controls. The same concern - 
are ‘the exercise of other nonwelfare controls. Still, the original 
) yr of direct controls and the differential speed with which they are — 
be Swiscontinued also reflect the severity of the economic problems. 
= ie efhich various countries were confronted after the war. The- prob- 
+ is facing Belgium were for several reasons less acute than. those | 
ith which. Britain, Norway, and the’ Netherlands had to cope. More- 
er, discrepancies i in practice sometimes reflected perhaps more differ- 
ces in the capacity of governments to administer direct controls than 
miferences in objectives. In France and Italy, for example, the disposi- ~ 
n to abide by price controls and rationing was conspicuously weaker 
in Britain, the Netherlands, and the Scandinavian countries. : 
Finally, there’ are. important differences in talking about economic 
_ poliay. In Belgium, France, Italy, and Western Germany there is'a 
strong, disposition, in recent years reinforced by dependence upon 
"American aid, “to talka liberal economy” even when a great deal of 
government intervention is actually practiced, while in Britain and the 
Scandinavian countries where socialist parties are strong or in control 
of the government, there is a strong- tendency “to talk a controlled . 
economy” even.when the market remains the chief instrument of re- 
. source direction. 
To conclude: while there i is a measure of {actuel justification i in re- - 
‘garding some Western European countries as being more intent on. re- 
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: revenue e (2y ia controls over price, production, and consump- 
tion which do not involve the expenditure of public funds except for 
defraying the costs of administering these controls. Regarding redis- -~ 
tributive finance, there are no statistical studies permitting a precise 
comparison between the countries-concerned. Such relevant data as are 
available make for a rather blurred’ picture.' Thus, in 1948-49, as a 
percentage of the net national income’ (at factor cost), total revenue 
collécted at-all levels of government was highest in the United King- _ 
dom and Norway and lowest in Italy, but it was about as high in Bel- 
gium and France as in Sweden, Denmark, and the Netherlands. The 
percentage of total revenue raised by indirect taxes was relatively low 
in the Scandinavian countries and in Western Germany, very high in 
- France and Ttaly, while the United Kingdom, Belgium, and the Nether- 
lands were in an intermediate position. Public expenditures on social 
security and price subsidies were highest in Norway, France, and Bel- 
gium and lowest in Italy, while Western Germany, the United Kingdom, 
‘Denmark, Sweden, and the Netherlands were in an intermediate posi- ~ 
tion, If other current government expenditures (excluding investment, 
defense, and national debt interest) are added to expenditures on price 
subsidies and social security, the total ran to over 25 per cent of the 
net national income in Belgium, France, Western Germany, Norway, 
and the United Kingdom, and to under’ 25 per cent in Italy, Denmark, 
_ Sweden, and the Netherlands. 

Regarding. direct controls, including rationing and subsidies, the been 
has been in the direction of more or less gradual removal everywhere, 
the speed of derationing having been greatest i in Italy, Belgium, France, 
and Western Germany and slowest in the United Kingdom and Nor- 
way, with Denmark, Sweden, and the Netherlands in an intermediate 
position. As of the first half of 1950, all countries still retained rent | 
controls and subsidized housing construction to varying degrees. Inci- 
dentally, it is difficult to compare the extent of nationalization in the 
Western European countries. But differences in the spread of national- 
ization are certainly small except for Italy where government o 
ship-control over industry is most extensive. Through the Institut 
Industrial Reconstruction, the government owns and controls a 
part of the iron and steel industry, the engineering AGUSEEY, 
utilities, the merchant marine, and ship building. 

Blurred as the entire picture-is, the war and postwar p 
brought an extension of social security measures and the 

food and housing subsidies throughout Western Európe. 
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_IN INTERNATION AL TRADE Š 


5. S pikus E, noe ee . 2 4 
pe iy Oe “Yale University ` fo 
- <The main purpose of my paper is to appraise the disposition—wide- 
spread i in this country as well asin Europe—to divide Western Euro- 

. pean countries into “liberal economies” and “welfare states”, and draw ` 
from this distinction -policy conclusions and other generalizations. ‘a 

- ~The terms: liberal and welfare are, of course, weasel words. “They are - 
so empty of)agreed meaning that they prohibit intelligent discussion. | 
~ But for the present- discourse, I define a liberal economy. as ‘one in 
which, given the widespread institution of free enterprise, the market- 
__Process is the chief instrument for allocating productive resources; and 
I define a welfare economy as one in which the state uses public finance i 
or direct’ controls for redistributing individual incomes, which “have. 
resulted from the working of the market process, in the direction of. .- 
lesser inequality. From this discussion of the welfare economy I de- 
liberately exclude full employment policies and socialization-of-industry `, 

- ‘policies, although these too are.sometimes regarded as belonging to the 
‘essence of the welfare.economy. The seriousness of the commitment to. 

. high-employment- policy—imiversal in’ all countries in the Western’ - 
World—and the consequences of employing different methods for honor-. ` 
ing the commitment have found an ample airing. The case for socializa- 
tion does not. rest as directly on welfare eon as the other 

- types of measures identified above. > 
If these rough definitions are found ecepte theñ it Stadia be. 

agreed that it becomes meaningless to say that an economy must be 

either liberal or welfare. No sensible distinctions can be made on an 
ither/or basis..- Instead, it is the scale of welfare Operations which in 

t current. discussion is taken as the criterion on` the basis of ‘which 

nal “economies ‘are divided. into liberal and welfare; A- relatively. 

scale of welfare operations is taken to characterize the welfare ` 

y while a liberal eonomy, is identified with. a Eae gi scale | 

operations. 













I p ie gep F ar 
ent division of Western European economies into liberal 
` and. welfare. 8 largely ; impressionistic. When talking about the welfare -~ 
_ state we must distinguish between two types of welfare measures: (1)` 
_Tedistributive finance, ORT the collection and Even of public 


-r — 


o oe 


X 


POINT FOUR: DEVELOPMENT OF BACKWARD AREAS 405 


charge of operating the new plant. But numbers of poor agricultural 
countries should also be included in this category where the physical 
configuration is mountainous and “staircase” or terrace farming is 
practiced, notably as in certain parts of China and the Middle East. 
The capital cost of constructing some of these walled terraces over 
many generations must have been enormous, but the cost of mainte- 
nance tends to be small, and the agricultural tools used have remained 
the same for gerierations And look like gardening implements. Even 
nineteenth century technical improvements, such as the steel plow 
cannot be used and the crops have to be reaped with a sickle. In rela- 
tion to their standard of living, these countries could only be called 
“overdeveloped” by disregarding the: normal useful connotation of 
the term. . 

The generalization through Point Four or other technical assistance 
plans of the most up-to-date techniques throughout the industrial 
world would probably produce a considerable economic waste and dis- 
turbance even if the necessary capital imports could be furnished to 
apply it. In the first place, it would interfere with international spe- 
cialization on rational lines by producing exports which could not be 
maintained without continuous subsidies and by replacing imports 
which would have to be kept out by a permanent tariff. The demands 
on local savings for the maintenance of technically up-to-date equip- 
ment would reduce the types of investment appropriate to the local 
level of savings plus capital imports (not foreign aid) and the local 
price structure. If maintenance involved foreign exchange expendi- 
ture, an export surplus unwarranted by the price structure would 
have to be generated to meet.it. Finally, industrial development along 
exclusively capital-intensive lines in poor agricultural countries would 
keep too much labor in agriculture and thus-increase the underemploy- 
ment from which these countries suffer. >o 4 

The distortions due to the introduction of technically up-to-date 
equipment in one economic sector, say combine harvesters in agricul- 
ture, may be small considered by themselves but modern techniques 


‘(e.g., production by high-speed machine tools and the development of 


new ferro-alloys) are frequently interdependent so that ft would be 
obviously wasteful or even technically impossible in particular cases 
to introduce one without the other. Moreover, the rates of output which 
these techniques make possible may be so large in relation to the out- 
put of complementary goods that the latter will consequently have to 
be speeded up, too. 

The conclusion is, of course, not at-all that undeveloped countries 
must be denied the benefits of modern applied science because they are 
poor and overpopulated. More important—because this is where mis- 
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understanding will be widespread—it does not mean dusting off 
eighteenth century industrial machinery, now in the museums, or even ` 


international trade in second-haad-téextile-machinery “framethe-United 


- Kingdom to the Far East after World War I may have been what the 
situation then required. What is really needed now and in the future 
is the far more difficult, but more rewarding, t task of designing ma- 


chinery and capital equipment, not only if in the light-of the most ad- ` 
vanced technical- knowledge, ‘but also in the light. of the current level 
of wages and interest in the undeveloped countries, where it is to be 


used. This sort of technical assistance sets for foreign technicians a task . 


which cannot normally be. satisfactorily completed in the few weeks 


- or months for which they are usually recruited; and it sets for the local 


technicians a task for which their foreign training does not necessary fit 
them unless their special needs are taken into account. 
The observance of the ordinary pricing rule should help in cases of _ 


_ doubt, New industrial and other téchniques should not be introduced 


into underdeveloped countries unless they are “self-sustaining” with - 
reference to current imports (not gifts), ‘the current price structure, 
and the current rate of interest. In default of a practical pricing test, 
the agency responsible for technical assistance should apply a synthetic 


` one satisfying the above conditions: - ~ 


“~* 


It is of course obvious that breaches of these conditions are at present 
quite common in many underdeveloped countries. Technique in foreign- 


. owned “concessions” industries, such as oil in the Middle East, is far 
- in advance of that in local industries and generally follows the best 
. practice’ in the-creditor country. But this is in virtue of the special 


position of concessionary companies in world markets and their pro- 
tected status under their agreements with local governments. In at 
least one country, namely, the U.S.S.R., economic development has 
proceeded in deliberate neglect of these conditions. There it seems en- 


tirely probable that technique is substantially out of harmony with > 


factor endowment. It is, however, not the.object of this note to show 


‘that neglect of the rules does or does not bring immediate economic.. 


disaster; it is to. show that observance of it may facilitate the trans- 
plantation of the Western type of ge 


‘putting into use obsolete machinery in develo oping ; areas, though the ~ 


~ 
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government, the underdeveloped country is under a serious handicap 
in carrying out its own plans for economic development. ° 

The dilemma is simply this: if the United States, through its repre- 
sentatives -imposés its judgmeritse~upon other governments and econo- 
mies, we will be charged with being “political commissars for economic 
imperialism.” Even if we establish severe conditions for the receipt of 
aid to ensure the effectiveness of some program, we may be accused 
of “invading the sovereignty of independent nations.” On the other 
hand, if we do not take an active role, the developmental effort may 
be dissipated i in inefficiency and confusion and the net result may well 
be very slight. 

. This dilemma has proved to be much more troublesome as a nater 
of public relations than asa matter of any real threat to sovereignty. 
American policy is clear that it seeks to build strong, independent 
nations. So long as this objective can be clearly declared and main- 
tained, the so-called “interferences” arising from the process of assist- 
ing in the economic development of ọther countries can hardly be 
called imperialism, except by deliberate lars—particularly since our 
assistance is provided only on request. 

However decent and honest as we may believe our intention to be, 
the dilemma still remains for us to resolve, and we have dealt with 
it in various ways. In Greece, we assumed very considerable responsi- 
bility. In the Marshall Plan countries, we concerned ourselves largely 
with the use to which our aid was put and to the support of objec- 
tives, such as the liberalization of trade, already subscribed. to by the 
Organization of European Economic Co-operation before any American 
funds were appropriated. In the case of the Philippines, we gave them 
their full independence along with substantial monetary assistance. 
However, since Philippine independence, the fiscal situation in the 
Islands has deteriorated dangerously, and we are now offering further 
support, provided a series of specific steps are taken to straighten 
out the situation. 

One important aspect of the problem arises from the proposition 
that if and as one accepts greater participation, one’s responsibility 
also increases. If we are to take a positive role in economic develop- 
ment, we need to know much more than we do about the nature and 
character of social and economic change. Economists, for example, 
have been preoccupied with the current American economic scene, 
except as they have been exposed to economic history, but even that 
was likely to be devoted to tracing the antecedents of our own present 
system, particularly by examining the feudal system. 

Our body of economic theory is related to the preconceptions and 
mores of Western civilization. It is worth remembering that Karl Marx 
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' built his system upon an interpretation of historical P N while 
classical economists focused their cogitations much more upon the 
' theoretical operations of economic equilibrium. . x 

We are woefully ignorant of contemporary~s social-and econamic 
institutions in most other~cOuntries, It is clear that these other so- 
cieties ‘and cultures cannot and should not be made over in the . 
American image, but our ‘accumulated social science knowledge has - 
all too little to tell us about the possibilities and limitations of eco- 
nomic development in the underdeveloped countries. If we hope: to 
- give effective developmental aid to other countries, we must be pre- 
pared to play an active and responsible part. That means that we. need 
a rapid. advance in our understanding of. and knowledge about the 


`- whole complex of problems involved in social and economic ‘change, 


with particular reference to the institutions presently existing in the 
‘underdeveloped areas. This is a practical job for the social scientists. 
” One of the most difficult sets of choices in economic development . 
may be called “the timing dilemma.” Some less sophisticated indi-~ 
viduals have thought of economic development almost exclusively in 
terms of capital goods, asserting , „that the problem could be solved if 


` the underdeveloped countries ‘could only get machinery. 


- But economic development i is no simple matter and there is no magic 
formula for raising standards of living rapidly. Usually major social 
changes are required. Education and training are a basic necessity. 
And increased industrial production requires many Supporting eco- | 
nomic activities such as transportation. and power. Obviously, economic _ 
development is a slow process with the possibilities: ranging from . 
zero to a small percentage advance each year. 
"However, there is need for- haste. The cumulative processof de- 
velopment may never achieve real vigor unless it quickly arouses hope 
and.captures the imagination and allegiance of peoples. The essential 
drive must come from within the country itself. Furthermore, political 
. „instability. and civil disorder are likely to make -improvement im- 
possible unless there is evidence of improvement. The improvement 
called for is an expansion in per capita consumption—itself a difficult 
achievement in countries with rapidly increasing populations. But 
for. the success of the entor prise; it is important to make immediate 
i progress. oa 7 

- It is inevitable, therefore, that consumption and capital formation 
will compete with each other, with consumption having much. the 
strongest drive behind it. There i is an inevitable and sometimes sub- 
conscious pressure to give special emphasis to programs with im- 
mediate results. The local governments are eager. to redeem their’ 
campaign: promises, if there was any campaign, and in any event. to 
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assure their ee in power by pointing to a record of a en: 
Even those abroad giving assistance, be they public or private, like to 
, have definite results-to-report to the sources of their funds. It is a. 
matter-of-fact that the most lrgerit requests from some of the under- ~ 
developed. countries have been for credit to buy consumers’ goods— ` 
sometimes because of natural catastrophes, such as earthquakes or, 
famine, but often on grounds of immediate political necessity. ` 

In countries where productivity is already extremely low, domestic 
capital formation is necessarily limited. This situation may even lead 
to a condition where economic development can best be furthered by 
providing’ foreign consumers’ goods, which then-can be translated into 
local currencies and used for the local costs of developmental enter- 
- prises which would’ not otherwise be met without depressing the al- 
ready substandard of living. | 

The fact remains that economic development is inherently a slow `. 
process. It may be necessary to break through the dead hand of cus- 
tom, made particularly difficult because fixed ways and attitudes often 
have a moral or religious basis. Luckily, there is a good deal of evi- 
dence that economic development can be an accelerating process. It is 
slow at-first because the margin of saving for capital formation is 
small, because the number of people able to act as catalysts are few, 
' and because the idea of change must become acceptable before people 
become teachable. Both capital formation and teachability tend to pick 
up speed as production grows, education spreads, and horizons widen. 
' Much can be done with promises about the future, as the com- 
munists have demonstrated. But sooner or later there must either be 
_ a police state to deal with complaints or.there must be a demonstra- 

‘tion of progress. Programs must be developed, not merely as sound 
economic blueprints, but with the needs and nature of the human be- 
ings involved clearly in mind. If the people of a country are starving; 
it is a hard choice for its rulers between using its credit to buy rice 
or wheat, or to develop irrigation systems and build fertilizer plants. 
Since those who provide the credit also have an option to provide it. 
for one purpose. or another, they face the same problem. 

Next, may I cite the private enterprise dilemma. We credit much 
of our own tremendous industrial development to the releasing of in- | 
dividual energies and imaginations through the institution of private 
enterprise. It follows that we cannot help feeling that this great motive 
force would accomplish wonders in.the underdeveloped countries, if. 
- fostered and aided. - 

-. On the other. hand, underdeveloped countries are wary of Ea 
enterprise. In the past, foreign private enterprises have not always 
been locally popular, and in many countries, a form of pre-industrial 
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local priate eneaece has led to the growth of divergent eens and . 
poor classes such as Marx mistakenly’ held.to- be inevitable for. all. 
-capitalist societies, Hence government policies; D N and a 
" titudes may inhibit not only foreign-finaneed but eve 
vate enterprise. : 

American policy has strongly süpporiéd the notion that the eee 
- should be cleared for the flow of private capital abroad as a means of 
providing American capital, technical skill, arid: management experi- 
ence to other countries. To that end, sustained efforts have been made 
to. negotiate commercial treaties which would give. assurances of fair 
-treatment to foreign investors. However, treaties or no treaties, private . 
capital seems to be loath to go abroad. in these days of political and’ 

- economic insecurity unless its: prospective rewards are so great as to’ 
make these risks worth-taking. The. necessity of a high rate of return 
appears to rule out all but a few fields of endeavor (certainly èliminat- 
ing the basic public service developments such as transportation, power, 

_ lirrigation, etc.) or to arousé such cries of foreign exploitation as to 

lead to further regulation by foreign governments. Some have sug- - 

gested the use, as’ an incentive, of reduced taxation in the United ` 

. States of foreign earnings, but there are many other interests (besides ~ 

educational and charitable institutions) which would like similar en- 

couragement. At any rate, the fact is that at present, private enterprise 
is not doing the job. As a result, governments are playing a large _ 

tole and one American principle comes in conflict with. another. . 

` As to private enterprise in general, it is of course true that many- 

< countries, even our own, today take the form of mixed economies. — 

` Private enterprise is perhaps most valuable in the pioneering activities 

where. experiment. and imagination are attracted by large potential _ 
rewards. In an underdeveloped country the problem is largely one of - 

_ utilizing the experience of-other countries. “Thus Russia, between the 

two wars, was able to move -ahead rapidly because she started far 

. behind the established levels of the more advanced countries and - 

‘could take over, without the costs of trial and error, the advanced 

- techtiology of the Western World. Many individuals in other coun-. - 

tries would argue that private enterprise is not as essential in a coun- 

_try which is far behind the procession. They’say that, since the prob- 

. lem is one of how best to use scarce skills, capital, and resources, a. 

` central planning and: control. agency, i.e., ‘government, is the minimum ` 

Tequirement, and government operation itself my pe the most effective 

device’ to get things ‘done. _ es. 

The ‘attitude in other countries ‘towards eats enterprise has 
changed noticeably during the last.three years. There is much less 
confidence in government operation as a panacea for all economic 
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are now importing them. So the “inf 
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and much more recognition of the part which private enterprise can 
play in an expanding economy. 

Not merely for them, but also for us, the private enterprise dilemma 
raises~ a host of difficult specific problems. Can we expect private 
capital to flow abroad in larger volume? (The Marxist would answer, 
of course, that it will and must do so.) What special encouragement, 
if any, should be given by the government? What should our attitude 
be towards an underdeveloped country which employs government 
screening of foreign investment and government direction of private 
investment? How about government to government loans? How about 
the development of an economic plan for a country? What can be done 
to encourage private savings and investment in forms other than jewelry 
and real estate? These are not hypothetical questions. They are inevit- 
able in a world of varying economic and political structures. i 

Next, let us consider the trade policy dilemma. Economists have 
long had a clear-cut doctrine that trade barriers interfere with the 
most efficient use of resources, physical and human. For seventeen 
years, American foreign policy has been directed towards the liberali- 
zation of trade, although I hasten to confess that consistency has not 
been perfectly ‘achieved i in this field. 

Many of the underdeveloped countries have a great desire for in- 
dustrialization. They are eager to reduce their dependence on one or 
a few major farm or mine products.-They see the so-called “industrial” 
countries as those with the highest standards of living. They believe 
that economic well-being is highly and positively correlated with the 
proportion of the population engaged in industry. Many of them are 
particularly eager to develop heavy industry even at high cost, because 
of the degree of independence which it gives them, the economic 
counterpart of political nationalism. It is interesting to note that, even 
in the more sophisticated countries of Western Europe, the efforts 
of the Economic Co-operation Administration to initiate programs 
in terms of specialization of labor within the area of the co-operating 


countries were considerably defeated by the unwillingness of each 


country to increase its dependence upon other countries, even if it 
were a mutual interdependence. 

This urge for the development of industry leads to a desire for high 
tariffs. They are eager to build up industries that will compete with, 
not complement, those already existing in the developed areas. They 
are interested in growing more food and fibers only if, in fact, they 
tariff defense once 







more appears in force. 
When fifty-six nations met at H 
to find a common basis for an j 


endeavor 
de field, 
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` one of ie .most vigorous and sustained controversies among the | 
representatives. revolved around this: very problem. The net result 


< ‘was that, while the basic policy- agreement on which the. charter \ 


was predicated was directed towards the reduction of trade~barriers, 
' there were complicated eScape provisions outlining methods by which 
underdeveloped countries: might for purposes of development obtain 
release from commitments assumed in trade agreements and under . 
` the charter itself with respect- to commercial policy. Some such com- 
- promise was the only basis upon which agreement could: be reached. 
Parenthetically,:it may be interesting to note the interesting twist 
which the dilemma takes: when American management and capital 
establishes an ‘infant industry i in a foreign country behind-a protective 
tariff. On several occasions, the United States Government has been 


a 


'- under considerable pressure | from American export producers to obtain 


‘lower tariffs into a country on a given product and from other ` 
American interests manufacturing ‘within, the foreign country not to 
expose them to the devastating competition of the continentals, The 
Americans operating abroad will argue that their costs are higher for. 
a number of reasons, such as the small scale of their operation, higher. 
per unit labor costs, and the fact that usually they přodùce only an in- 

complete line—all of which conditions they claim will be corrected over 
time, although I have yet fo hear’ of a case.where that time has been 
_ reached. Furthermore, they have painfully developed a local market 

under a given set of conditions including the tariff, and now it should 


-not be available to others who have-devoted no effort to its creation. 


Finally, they say, how can economic development ever take place, if 
new enterprises in the underdeveloped areas must compete with the © 
“efficiency of modern American industry? (The next caller may outline 
-the problems which he faces in the United States as the. result of 
cheap labor products: being imported from abroad.) . o 
In-the field of trade policy, the underdeveloped countries are ex- 
cone suspicious of the policies of the industrial countries. Some ’ 
apparently believe that the basic purpose of présent desires to liberal- 
‘ize ‘trade is to obtain’ foreign markets for manufactured, goods. and - 
that the advanced countries are endeavoring to deny to underdeveloped 
nations freedom to use. the very devices by which the industrial powers 
- have established their pre-eminence. The argument- -parallels that of 
the Marxist, that capitalist’ countries must export to live and that . 
heavy industry is the basis. for. sound economic development. One — 
must add that businessmen. fear the hts oe 
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of other coun threat to their foreign markets or 
market itself. K 
It h ercial policy problems cañnot 
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' be resolved simply by reference to the- principle of comparative ad- 
- vantage. They arouse conflicting interests which confuse the deter- 
“mination of the national interest, and they involve national li | 
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the prices of. their exports. They may well find themselves with rapidly 
accumulating supplies of dollars and other foreign currencies but with - 
limited opportunities to "spend them for technical -assistance or for » bo 
capital goods.’ ‘Policies with res 
_ economic developme 
"bilities or 
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prosperity are not changed one iota by this necessary- digression. 
Towards our long-run purpose, there can be no question of the im- 


_- portance of American aid as our contribution to “the efforts of the 


peoples. of economically~anderdeveloped areas to develop their re- 
sources and improve their working and living conditions.” To be sure, 
there are problems and policy issues. There is nothing unusual about 
this in the field of economic foreign relations. What is important is to 
regard these policy and program conflicts not as obstacles to action 
_ but as problems which must be resolved again and again. The wisdom 
of the solutions will depend in large part upon the breadth of knowl- ` 
edge and the depth of understanding of the social and economic 
processes involved. It is my conviction that the economists of this 
country can make an ever increasing contribution to these basic re- 
quirements. 
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an SOE 
IN TERNATION AL TRADE. THEORY AND POLICY—- 
SOME CURRENT ISSUES’ 


‘ By Jonn H, WILLIAMS | 
H Harvard MED and the Federal Reserve Bank of vee York 
F I : 7 ž t 
When my participation in this program was suggested, there was a 
question whether I should present a theoretical paper or one dealing 
with the present situation. It set m thinking, as. often previously, 
about the relation between’ the d current problems. Since 1914 , 








nous literature, embracing the greatest ad 3 
sincé Ricardo -and Mill. The main drift in 


raham have in common: The so-called “modern, ” or Keynesian, 

approach has carried this emphasis even further through its anes of 
international trade adjustment in terms of income. 

` Yet the period has been one of profound and virtually continuous 
"international ‘disturbance. The central question is how to reconcile 
' theory and fact, or how to build a bridge between theory and current 
See Are the theories misleading; or are the forces they (rightly) — 
emphasize temporarily dia or does the fault lie with eco- 
nomic policies pursued? 

'  Qne of our chief, needs today i is to clarify the distitiction between, vs 
long and short run. Equilibrium analysis almost inevitably. introduces 
a bias toward calling maladjustments short run, even though they 
may endure for years. In a recent article Metzler, after bestowing 
well-deserved praise on Graham’s The Theory of International Values, 

' remarks on Graham’s undereiiphasis on short-run forces: “Graham’s 
theory . . . is entirely.a long-run theory of-adjustment, whereas mostof | 
_the balance-of-payments problems, including the disturbances of the 
interwar period as well as. the current dollar shortage, are essentially 
short-run problems.” And later on he says: “A movement of capital - 
and labor from one industry. to another frequently requires a pro- 
‘tracted period of time. Indeed, adjustments of this sort sometimes 
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continue over several generations.”* G. A. Elliotts- excellent review © 
of Graham’s book, though in general highly favorable, similarly con- 
cludes with questions about the short run. “Should not some considera- 
~ tion be given to-the obscurifig-garments in which the eternal verities 
. are currently clothed? May not the path to equilibrium affect the 
equilibrium position itself?”? > 
I have picked out these comments because they raise the kinds of 
questions that have always interested me most with regard to inter- 
national trade theory and have seemed to me particularly relevant to 
policy. I recall in 1919 having the great privilege. of discussing at our. 
-annual meeting Professor Taussig’s paper on Germany’s reparation 
payments and of being brash enough to question the.conclusion that 
_ the completion of the reparations process would lead, theoretically, to 
a “stage of equilibrium identical with that which prevailed at the 
very start.” But Professor Taussig made it clear in his paper that he 
was merely applying the Ricardo-Mill analysis, and not making a 
-- prediction: “Only if the assumed premises hold good, is it to be ex- 
pected that the consequences will ensue as. predicted”; and his paper 
concluded with the query: “Who can say what sort of world we shall 
find ourselves in ten years hence?’* Surely most people would agree 
that the events of our times have changed the equilibrium positions. 
But is that not a way of saying that the so-called “short-run” changes 
have enduring effects? And if that is so, are we not really asking 
whether a method of analysis which treats the “problems” of inter- 
national trade as outside the scope of (long-run) “theory” is useful 
` as a guide to policy, or indeed for any purpose other than the intellec- 
tual pleasure derived from exercises in internal logic? ae 
As Taussig said, it is a question of the premises. Apart from the 
į Keynesian . emphasis on income and effective demand, international 
trade theory has always turned primarily on adaptability of resources, ` 
and particularly on the assumed contrast between internal and-ex- 
ternal. mobility of factors. Assuming full employment as given, a high 
egree of internal adjustability to external changes, constant costs and 
given amounts of resources in the trading countries, it follows readily 
that changes in demand among the trading countries for each other’s 
_ goods could have only mild results, affecting as Mill said the “division 
of the gain” from trade, but only within the narrow limits set by the 
unchanging zone of the comparative costs and ond Deny: disturbing. 
the unchanging equilibrium position. 


1L. A. Metzler, “Graham's Theory of International Values,” American Pemon Re- 
view] me 1950, p. 320. 
1G. A, Elliott, “The Theory ‘of International Values,” Journal of Political Economy, 
February, 1950, p. 29. 
*F, W. Taussig, “Germany’s Reparation Payments, ” American Economic Review, 
i March Sup., 1920, pp. 35, 49, and my TEEN pp. 51-52. l 
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Without attempting to trace the development of more recent theory, 
my impression, as I said earlier, is that the main drift has been toward 
rather than away from the Ricardian analysis. This seems to me true 
even when writers are specifically attacking the comparative tostdoc- 
trine, as Ohlin and Graham have done. Their main purpose has been 
to-supply a more modern value theory. But the.effect of this moderniz- 

- ing (and also of introducing into the analysis more countries and more 


X 


classical emphasis on adaptability of the internal economy to external 
changes.‘ 

The fault still lies. with the assumptions. In a paper some twenty 
years ago, I tried to express my doubts about the classical assump- 
tions.* Perhaps what they added up to was a protest against attempting 
to apply, static equilibrium analysis to an ever changing world. One 
-~ paper to which I have often returned is Allyn Young’ s brilliant presi- 

dential address before Section F of the British Association in 1928 on 

“Increasing Returns and Economic Progress”: “No analysis of the 
forces making for economic equilibrium, forces which we might say 
are tangential at any moment of time, will serve to illumine this field, 
' for movements away from “equilibrium, departures from previous 
trends, are characteristic of it.” Of course the answer that is now 
fashionable for all such criticism, whether in international trade or 
other fields, is that we must “dynamize” the static theory. But I as yet 
have little faith, May this not be merely another form of question 
begging? Ts-not the essential problem whether international trade 
changes are sufficiently systematic to lend themselves to any sort of 
-equilibrium theory? ~ 


The difficulty seems to me inherent in the nature of-the subject . 


matter, International trade is so complex, so subject to heterogeneous . 
conditions and to ceaseless changes in conditions,. that it seems to me 
almost as naive to speak of the theory of international trade as = 
have long thought it to be to speak of the theory of the business cycle. , 
But we can study processes of change, and are more likely to do sO 
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commodities) has been to strengthen rather than weaken the basic © 


_ usefully if we.do not have to put everything. that ‘does: not fit the | 


‘long-run “theory” under an expansible umbrella labeled’ short-run 
“problems.” This should not, however, mean dispensing with the con- 
cept of balance, as something to be striven for by conscious policy. 


-~ ‘One might add adh else in the literature pointing in the same direction, but I will . 


mention only Paul Samuelson’s recent demonstrations, which have attracted wide atten- 

tion, that, following up on ‘Ohlin’s approach, one may prove that even factor returns 

are equalized as between the trading countries, See his papers on “International Trade 

and the Equalisation of Factor Prices,” Economic Journal,- June, 1948, and “Interna- 

tional Factor-Price Equalisation Once Again,” ibid., June, 1949, 
. “The Theory of International Trade Reconsidered, ” Economic Journal, June, 1929. 
| * Economic Journal, December, 1928. 
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The concept of balance could be defined more loosely and at the same’ 
time more usefully, since it would take its meaning from the actual 

, problems in question, Since 1948 (at least before Korea), we have 
had as our working concept Western European “viability,” or freedom 
from the need of “extraordinary outside assistance.” But Point Four 
has broader implications; and so very likely there will always be a 
changing target and a changing conception of the practical meaning of 
balance. What it comes to, I think, is that once we attempt to deal with 
the world as it is rather than on the simplified assumptions of tradi- 
tional theory, there can be many and varying conceptions of balance, 
and the answer depends on what we are striving for rather than on . 
inherent tendencies arising out of limiting assumptions which, in large ` 
part, rule out the actual problems that we face. 


II 


The questions I am raising, for both theory and policy, have since 
the war been brought into sharp relief by the debate about the dollar 
shortage. It has been a good debate, because it has been about a live 
issue, of world-wide importance, in which theoretical analysis and 
policy prescriptions must come to grips. One thing it has brought out 
is ‘that all or most of us have felt more strongly than the classical 
economists ever did, or perhaps ever had occasion to, the need of 
doing something. Evén those who have held to a laissez faire con- 
ception of international trade have felt the need of creating‘ through 
policy the conditions under which free market forces might work. At 
the other extreme are those who draw the conclusion that the only 

~ remedy is full economic planning. 

What has interested me especially has been the varying emphasis 
on internal and external factors. This difference is largely based on 
adherence to the traditional type of international trade theory on the 
one hand and to various degrees and kinds of dissatisfaction- with it 

“on the other hand. Much has been very rightly said about the need 
of overcoming internal inflation in the deficit countries. The effects 
onthe balance-of-payments position, once this was done in Western 
Europe, were striking. This is the familiar process of adjustment to 
external forces through internal change. But it hardly: justifies the 
view, in any but a very doctrinaire sense, that the dollar shortage 
could have been cured at any stage by simply cutting off the dollar .. 
aid. External deficits were at once a cause and an effect of the inflation, 
and without external aid, no politically or socially tolerable internal 
adjustment could have been made. 

The point at issue here is one of international trade theory. What 

the classical economists did not recognize is that there are limits 


a 


422  * AMERICAN ‘ECONOMIC ASSOCIATION 


of S and real income beyond which ‘international trade 
adjustment through the play of internal forces cannot, in the general 
interest, be tolerated. ‘That we in our time do_recognize this fact is. 
shown in various ways: by our greater emphasis:on international inyest- 
ment (and even grants), by our much greater awareness of the impor- 
tance of the terms of trade, by the modern insistence on internal high 
employment, and by. our recognition of currency devaluations as in’. 
‘some circumstances the’ preferable, or unavoidable, method of adjust- 
ment. Do.not such qualifications leave wide open the question of how 
much emphasis to put ‘on internal and external forces? And is it possi- 
_ble to embrace them allin any systematic theory? 


II 


Besides -the distinction between long and short run, but interwoven: 
with it, is the effect of wars. Could it not be said that war has-been, 
overwhelmingly, the source of the really serious maladjustments, seem- 
ingly intractable at times but still short run in the sense that we have*~ 
only to recover from them in order to see emerge once more the “eter- 
nal verities’? Even allowing for the undoubted fact that.wars do - 
change the “equilibrium position, ” this would still leave the funda- 
mental theory intact. But there is much in the literature and in the 
facts which suggests that this answer provides too easy a way out. I 
am much impressed, for example, by the fact that the deterioration of 
multilateral trade was much greater in the thirties than in the twenties, 
and- stemmed much more from the Great Depression than from the first 
- World. War. Of course, if we could ascribe the depression to the war, 
we would complete the circle; but this again seems to me too easy, and - 

I have regarded the depression, particularly in this country, as due 
primarily to internal causes.’ A more tenable view is that the wars | 
hastened a process of change already under way, and by completing - 
the destruction of the nineteenth century pattern of-trade revealed 
deep-seated international maladjustments which nad their beginnings 
much farther back. 

I have long been impressed by the relativity of economic ideas dae : 
principles to changing conditions. On this ground any system of uni- ` 
versals (eternal veritiés) is suspect. It was on this ground that ‘Keynes 
. attacked Ricardian economics; and it is on-this ground that wWe today 
may question Keynesian economics.* International trade, looked at over 
time, provides a particularly fertile field for this kind of questioning. 
‘It has been a’ process of growth from a center in which the trading 


"Cf. my paper, “Economic Lessons of Two World Wars,” Foreign Affairs, October, 


47, 
SCE my paper, “An cone of a ae Recto American Economic Review, 
Mae ; 
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countries outside the center have owed the development of their trade, . 


and indeed their very existence, to the movement of factors from the 


_center; and the center countries have in turn owed their development ° 


primarily to this movement. Any theory of international- trade which — 


does not ‘approach the subject matter in this way must have very 
serious limitations: as a guide to policy. Western Europe created the 
modern world and was in turn remade by it. The internal mobility on 
which traditional theory is based was itself ‘a product of external trade, 
including pre-eminently the external movement of capital, labor, and 


‘entrepreneurship to produce the goods which comprised the trade. Such 


a world was inevitably heterogeneous, with countries in markedly dif- 
_ ferent stages of development and subject to markedly different condi- 
tions as regards relative internal and external mobility of factors. 


. In such a world there was much room for: cumulative processes of . 


change. The old analysis of the barter terms of trade, concluding that 
an investing country, for example, must worsen its terms of trade, en- 
~ tirely missed the cost. and productivity effects of the investment -proc- 
ess, on both the lending and the borrowing countries. Foreign invest- 
ment: is a dynamic process which operates on both ends, and there is 
no. ground for saying that it (or labor migration), without reference to 
‘the particular case, tends to equate factor returns or the benefits from 
.. trade (and of course much less ground for saying that trade in goods 
will do so). Particularly is this true if we take away the further Ricar- 
dian assumption about given amounts of factors, and count among the 
potential factors not merely physical resources awaiting development 


but also the potential technological developments. In this context, also, - 


the assumption of constant cost seems peculiarly inapt, and with that, 
_as Allyn Young showed, goes much of the traditional theory’ S relianée 
upon inherent equilibrating tendencies. 

Associated with such changes is the development of the pattern of 
trade, which is a product not only of the natural distribution of re- 
Sources but of commercial policy, investment, labor movements, trade 
an financial organization, and everything that has gone into the mak- 


ing ‘of the history of trade. Hilgerdt has described how slowly the nine- 


teenth century pattern “emerged, mainly about England as a center. He 
characterizes it as a “formation only about three generations old,” and 


describes ‘its marked deterioration in the last generation, particularly i in’ 


the thirties. One of the questions most debated in recent years, espe- 
cially in the, discussions of the dollar shortage, has been the role of' 
the American economy in the deterioration process, In the earlier nine- 


teenth century stages, when our development absorbed European labor | 


*Folke Hilgerdt, The Network of World Trade (Geneva: League of Nations, 1942), pp. 
84,89. ~. F aa : or 
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and capital at better returns than they could find at home and at the 
same time provided an expanding market for European nfanufactures 

- in exchange for our food and raw materials, the results were mutually < 
beneficial, and. were part of the great dynamic changes which through 
their successive phases of colonization, commercial and industrial -revo-_ 
lution, and expansion of complenientary trade between Europe and the _ 
widening exterior have created our. modern world. : 

_ But in its later stages our development has nresented a growing 
~ threat of chronic world imbalance. Occupying a great and diversified 
land area, the United States has developed. a rounded economy, marked | 
by rapid technological progress, on a scale never previously witnessed. 


‘It now produces over 40 per-cent of the world’s manufactures but still 


relies predominantly on home supplies of food and raw materials. Over -- 
the- last hundred years our imports have declined. from about 10 
per.cent to less than 5 per cent of our national income, compared. . 
with percentages of 10 to 30 or higher for Western European coun- ` 
tries. From the 1870s until the last war, -United States imports of, 
manufactures dropped from about 38 per cent ofall imports to less 
than a. quarter, while manufactured exports grew | from about one- 
‘seventh of all exports to about one-half. In the process, the United 
States has looked increasingly to the non-European world for imports, 
‘largely in direct exchange for exports, and the share of Europe i in the | 
- United States: trade has undergone a pronounced secular’decline. The 


. effect of the war has been to accentuate this shift, with the result that 


since the war the United States. has been getting not only the bulk of 
-its food and raw material imports - from outside Europe but also @ sub- 

_ - stantially larger ‘part than previously of its. manufactured imports, 

_ while the proportion of manutactires to total ipone has diminished 

further. | 

- . I have long puzzled over not only how sich phenomena can be. 

reconciled with traditional theory but, what is more important, by what A 

measures- maladjustments of this character can be resolved. Fot o 

thing, this is surely not the-many countries case with which the modefn 

theories deal, but the case of the one against the many: If our develop- 


- -mënt only indicated an increasing trend toward autarchy, it might sug- 


' gest that with Europe rehabilitated by the Marshall Plan (and apart 
- from the new threat of war) there might be room for the rest of the world 
_ to achieve viability within itself. This is the case for the. mhuch. dis- 
cussed “two worlds.” But, even though the discriminatory, policies which 
- such a view envisages were carried much further than-they have been, 
l it would still in all likelihood be true that the outside world’s need of 
our markets and of our exports would be so great that changes in the 
volume and in the, terms of trade, though they might have compara- ` 


+ 


i 


CURRENT PROBLEMS IÑ INTERNATIONAL TRADE ` ne 425 


tively small effects’ on’ us, would have greatly magnified. effects on - 
others. If our objective is a better balanced: world, we must reverse 
_» our tendencies toward autarchy by conscious policies of a more com- ` 
plex and sophisticated kind than, those derivable from traditional > 


_ theory. 

One of. the most dificult aspects of ie problem of ee over time 
is that progress in comparative productivitiés must be regarded as a 
race, Since the war, with external aid, Western Europe has made sub- 
stantial progress not only in volume: of output—now more than 20 
per cent over prewar—but also in productivity. The American economy, 
however, cannot be expected.to stand still, and we shall probably con- 
tinue to be confronted with the question of comparative advances in 


productivity over time, Foreign investment, as I indicatėd earlier, is. 


not necessarily an answer to such a problem, In the nineteenth century, 


“the great movement of capital and labor to this country did not tend ` 


to equalize incomes internationally, but greatly contributed to the geo- 
graphical expansion of the American economy and set-in motion a 
cumulative rise of productivity, creating even’ greater disparities i in in- 
comes, But in a later. phase it could well occur that. foreign investment 

might stimulate a. more rapid rate of advance of productivity” in the 


+ 


“lending. country than in the borrowing countries, and thus create fur- . 


ther disparities of income. Basically, what the.world now. requires is a 


flow of American capital accompanied. by a flow of ‘European exports. 


Such a development i is not only unprecedented historically, but _ presents 


new and complex theoretical problems. It is ‘not a -question of “tied 


_ loans” but of an organic relation between the flow of ‘capital and of 
goods. The danger lies in a further strengthening of trade ties between 
the United States and the less i oa -parts of the world, leaving 
Western-Europe in a backwater.. 


From this point of view it. would seem ‘advisable for Western oe, 


NG co-operate as fully 2 as’ possible with her own resources in interna- 


ional investinent,’as Britain has been doing i in the sterling area: As - 


regards ‘American investment, it is quite unlikely that the. main reliance 
canbe on private foreign investment. A part of our puzzle has been 


that; while the role we should play in the world is that of creditor 
country, the :conditions are often more ‘favorablé for investment here, ` 


“not only for. Americans but for others..'The history of the interwar 


` periód. is, full of perverse capital movements of this kind, which dis- ` 
turbed rather than restored international equilibrium. The kind of de-. 
velopment program now needed ‘for a better balanced world would 


require planning, whether or not. we like that word, because it would 
not be at all certain.otherwise how the parts might fit together. 
ae classical economists would dispose of ‘differences 1 in comparative 


~~ 
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productivity by having them reflected in comparative rioney wages and 
prices. Once this process is worked out, no trade problem remains; 


the trading countries have comparative cost differences which result in +, 


balanced trade. But the difficulty with such reasoning is its static char- 
acter. Once time is introduced and the possibility of divergences over 
„time, the traditional explanation of how adjustment comes about, 
through money flow and its effect on comparative price levels or through 
.income changes, misses the point that these adjustments would be 
at the expense of real income, the only corrective (in a free market) — 


being reverse order changes in productivity—or a division of the | 


world into hard and soft currency areas. The classical economists 
~ got round any such difficulties by not seeing them as possibilities; with . 
them the costs and terms of trade were fixed and predetermined. There 
" is an element of illusion involved in making comparisons in which 
physical productivity differences are washed out by ‘cost and- price 


- differences. By such analysis óne.could doubtless, at any point of time, = 


_ draw up tables indicating which goods (barring tariffs or other inter-‘ 
. ferences) countries should buy and sell. But over timé, if there are’ 

divergent rates of growth of productivity, the trade will be progressively 
less favorable to the countries less rapidly advancing in productivity. 
Thus there develops a question as.to how trade cah be equilibrated at 
a tolerable level of real income. 

One important aspect of this kind of analysis-is the effects of such 
processes upon countries, such as those of Western Europe, which in 
an earlier phase themselves experienced cumulative advantages from 
trade. This reminds me again, as it did in my old paper referred to 
"earlier, of Mill’s comment on Adam Smith’s “vent for surplus” prin- 
~ ciple. of foreign trade, which he characterized as a: “surviving relic of 
the Mercantile Theory”: 


The expression, surplus produce, seems to imply that a en: is under some kind of 
. obligation of producing the com or cloth which it exports; . if prevented from ex- 
` porting: this surplus [the part not consumed at home], it would cease to produce it, and 
‘would no longer import anything, being unable to give an equivalent; but the’ labor an 
capital which had been employed in producing with a view to exportation would 
employment in producing those desirable objects [previously] brought from -abroa 


. substitutes for them. . . . And capital would just as much be replaced, with the 


ordinaty profit from: the returns, as it was TAE empļoyed-in producing for the, i 
. market.” f 

, But of course the difficulty is da eau such as. England, or those 
of Western Europe have specializéd over a long period in production 
for world markets, fostered by export of capital and labor, and have - 
thereby been able to concentrate capital and labor on a small amount ` 
of land (resulting in a population density now four times’ ours) in in- 


J creasing return industries and to buy the products of increasing cost - 


O >J. S. Mill, Principles (Ashley ed.), Book IIT, Chap. XVII, pp. 579-580: - 
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industries from .abroad. In the process they have reaped enormous _ 
cumulative advantages of territorial division of labor; but in doing so 
z they have become committed to a particular organization of their 
productive effort.. What Mill failed to see was that, in a later phase of , 
change, as such countries lose their initial advantages ‘and foreign 
markets are cut off or seriously reduced through the growing produc- 
tivity advantages of other countries developed in the process, it be- 
comes increasingly difficult to find alternatives, either domestic or 
foreign. This is the basis of the urge for European integration, which 
has been present under some form or name ever since the Marshall’ 
Plan began, and has found expression in such ideas as “the one big 
market,” “co-ordination of investment,” the Schuman Plan; and on 
the monetary side the European Payments Union. These are re surely not 
short-run problems or short-run solutions. K 
- IV? 
pas Though I may be cedin my allotted space, I must say TET 
about the short-run problems. I have already mentioned the Great De- 
pression and its effects on world trade. During and after the depression 
we witnessed a renewed collapse of the gold standard and a wave of 
currency depreciations, the beginnings of the drive for internal stability 
at full employment, and, closely related thereto, the growth of external 
controls, bilateral trading, and: discriminatory practices,. which even 
before the war had gone far to undermine the kind of trading that 
traditional theory assumes. 

The over-all result has been a changed conception of how world 
trade stability must be achieved. Instead of adjustment through in- © 
ternal change, there has developed the view that external stability ` 
must depend on maintenance of internal stability at full employment 
in the leading countries, and particularly in the United States. In the 
ITO discussions there was much insistence that countries could not 
adhere to a. multilateral trading system without some kind of guaran- 
of stable high employment in the United States, and many of the 
scape clauses” in the Charter stem from this view: Since the war we 
‘had further striking demonstrations of ‘how fluctuations in our 
y produce magnified effects throughout the world. Our very mild 
of 1949.created a new reserve crisis in England and the sterling — 
uiring drastic: cuts in.imports from us, and precipitated the 
e series of devaluations relative to the dollar (which prob- | 
ably would have been necessary in any case). Since then, owing partly 
to the devaluations and partly to the boom here, accompanied by stock- 
piling and other preparations for defense, we have seen another great . 
turn of the wheel. Our huge postwar export surplus has disappeared; 
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` we have lost substantial amounts of gold; European reserves, ET iy 
Britain’s have been ‘built up; and ECA aid to Britain has by. ‘mutual. 
consent’ been suspended. ` re 

There is not space to discuss, as I recognize the theme of ray. paper .' 
would logically require, how much of this improvement may be per- 
manent and what the implications would be for theoretical analysis. 

: Even less can I-discuss:the new threats to European viability now aris- 

- ing from the military program. But what is clearly ‘indicated by the | 
experience of. recent years is the magnitude of short-run.changes and 
their close relation to changing conditions here. One aspect of this 
is again the difference between a world with one predominant country . 
and the traditional conception. of many countries: mutually held in“ 
_ balance through compensatory internal adjustments. But there is filso - 
_ the profound change in the attitude of many countries toward internal ` 
adjustments. 

For the classical economists ous problem of full susiawnent did not. 
exist, since they assumed it away and discussed international trade only’ ` 
from the standpoint of best application of resources, given and in use. 

. Full employment theory and policy in our time have been developed. 
as “closed economy” economics, and the reconciliation, I feel, has never ` 
satisfactorily been made. As I said earlier, Keynesian economists have 
-further emphasized equilibrating tendencies through income changes, 
even if prices are insensitive. But by putting the primary emphasis on . 
internal stability at high employment and on “effective demand” as the 
' guide to internal policy, they have gone to the.opposite extreme from | 
_ the classical economists, who made. external equilibrium Kepeng upon 
the free play of internal forces. 

Carried to its logical results, as Keynes in an earlier phase i In his 
thinking was quick to see, the emphasis on internal stability (for coun- - 
tries much subject to external strains) would mean striving for national 
self-sufficiency, or-at least for an economy sheltered by. some kind of 

_ combination of direct external controls and of successive currency de- 

_ valuations which would, while preserving internal rigidities, enable 
country.to break off from and tie on to external price levels, gai 

- temporary trade benefits (if others did not retaliate) but at th 
of inflationary pressures which might undo them. Keynes in 
phase had gone-a far cry. from this, the Keynes who insis 
exchange-rate changes must be the rare and last resort, or th 

_ of the posthumous article.™ ‘Perhaps had he ‘lived his next e 
have been the reconciliation.. 

Though no satisfactory way.out, in my judgment, has been found, 


p 









, “7. M. Keynes, “National Self-Sufficiency,” Yale Review, 1933; and “The Balance of 
Payments of the United States,” Economic Journal, June, 1946.. 
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` ing, etc. It is also ‘alleged that, when the level of taxation exceeds a. 
critical height, inflationary. pressures prove, historically ‘speaking, ir- - 

_tesistible. On the basis of case studies, Colin Clark set the critical . 
limit at 25 per cent of the national income.” Opponents of high taxation. 


have -eagerly seizéd upon this article and the 25 per cent figure for 
purposes of propaganda. However, Clark’s case studies are not entirely 


compelling. Above all, he admits that this limit may gradually rise “as ` 
time goes on and as real standards of living rise.”* These adverse ef- . 
fects ‘are expected to engender a critical impact on productivity when | 
income’ redistribution is effected on a large scale. The higher the degree `. 


of redistribution the greater is the adverse impact assumed to be. 


At this point in the customary analysis; clarity of statement and’ 


agreement give way to vagueness and disagreement: The drag on pro- 
ductivity over time is variously said to become critical when produc- 
tion or productivity declines or, using a different standard, when the 
growth of productivity is “checked” or “materially checked.” In more 


ow 


~ èxtremé pronouncements, it is said that heavy taxation, as current at | 


` present, is a device for the “destruction of the market economy.” . 


Most, of the fear of redistributive finance is fear-of high taxation | 


levels.These may or may not result from income redistribution.-In 
. those Western countries where such redistribution is undertaken -on a 
large ‘scale, high taxation results only in part; and perhaps in.a lesser 


and diminishing part, from redistribution. This is so'not so much be- | 


cause expenditure on defense, the servicing of the public debt,. and 


public investment’ are high but because the fraction of the national l 
income which can possibly be redistributed is necessarily small. In post- © 


war Sweden, a-country noted for a high level of redistributive finance, 
spout 10 per cent of the national income was transferred from the rich 
to the poor. In 1937, when unemployment was. high, less than 13 per 
‘cent of the British national | income was trdnsferred from those earning 
more than to those earning less than £250 per annum and the latter 












snditures. As welfare expenditures rise to very high levels, they 
resent more and more redistribution within the lower, income groups, 
: one hand, and an extended. substitution of the consumption of 


for instance, the cost of postwar food subsidies and increased 
education expenditures are covered by additional payments 
working class in indirect levies (especially increased to- 
r taxes) and. increased direct transfers received by the 


or private goods and services, on the other hand. In the United. 


r 


e met by higher direct taxes. ‘Under these. circumstances, | 
d Changes t in the Value of Money,” Economic” ‘Journal, 1945, PP. ` 
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the adverse effects of redistributive finance should be, more properly, 
attributed to the fact that, with a lesser degree of income redistribu- . 
tion, the lowest: income’ groups- could contribute more toward covering.< 
nonwelfare public expenditures. ~~ 

_.. As taxation and redistributive measures have risen in the past, there z 
-have always been. statesmen and economists who predicted: that the . 
‘z fatal impact was'at hand, and there is no lack of diagnoses now accord- — 

>. ~ing to which the fatal degree has been reached in this or that country.. 
Past Cassandras,“ however, have been invariably. proven wrong by ` 

> events. - Productivity has continued to grow despite increasing taxation... 

: This historical fact does not prove, of course, that preserit-day prophets ” 


. -of doom are also in error. Yet it counsels caution; and most economists, | 


_ . vealed.. 


while utterly confident that there:is a: fatal degree of taxation: and in- 
come redistribution, content themselves with the common-sense. prog. 
_nostication that évery increase in redistributive finance brings us“ 

_ „nearer tothe fatal limit, wherever it is. With his inimitable forceful- 
ness, D, H. -Robertson mused some decades ago: “[Mr. ‘Wedgwood] = 
-does not cure me of the feat that at. some. point on the road to Equality 
the whole curious. bundle of convention-and urges making for accumula-’ - 
tion must suddenly’ crumble—that the ants, vicarious and others, will 
suddenly: wake ‘up, rub their’ eyes, cry Cus bono? and skip off into the 
forest.” (Economic Fragments, page 190.) _ 

- If; at this level of generality, such is the ere argument estab- 
lishing’ the incompatibility. between the operation of a liberal economy - 
and a high degree’ of redistributive finance, then it is astonishing that it 
-is expounded by.so many economists so confidently and at so many- 
occasions, and: this all the more: because economists, bent on specific ‘ 
aspects of. the casé, have for long pecked: away at its foundations. 
Upon. closer inspection, the formula i is found rathér empty and loses- { 
substantially’ i in applicability once. the Jimits of its Slpeiicance! are re- 


n 


i 
















The first difficulty { is that: theres is no ‘satisfactory way ‘of definin 
the fatal impact expected from supposedly | excessive taxation and 
distributive finance. Is ‘it declining productivity or stationary proi 
tivity or a decelerated rise in productivity? Even if we assum 
_ Western societies. certainly want the fruits of increasing produ 

-we do not know with‘ how much of a decelerated rate-of gro 
_, ern’ societies are content. This obviously- involves a politi 
- based'on the simultaneous pursuit of conflicting goals. S 
_. hag instructed the economist to take it for granted, as he 
that maximum economic progress is the overriding soci 

' Were a definition of the “danger point” given, in te 
increase of productivity (which is impossible), it wo 
eae in premete when danger point is reaches 


oe 
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no statistical index of the disincentive effects of “excessively” redis- 
tributive fnance. Although secular increases in such finance have been 
accompanied by rising productivity and although record heights of 
taxation in postwar Britain and Scandinavia have patently not pre- 
cluded impressive advances in productivity, it cannot, of course, be 
inferred that disincentive effects have not acted as a drag on such 
progress. Rising productivity is after all also a function of expanding 
productive capacity and this expansion, in turn, depends only very 
partially on incentives upon which a high degree of redistributive 
finance may encroach. In these circumstances, however, we cannot 
assert that the impact. of blunted incentives has been “fatal.” On the 
contrary, it might be concluded that this impact, thus far at least, 
cannot be significant if it takes very refined techniques to discover 
whether or not efficiency has suffered. 

When it comes to adverse effects of a high level of taxation and re- 


-distributive finance on particular incentives, it is immediately apparent 
that our knowledge of these effects as of the matter affected is at pres- 


ent severely limited. Only passing reference can be made to some of 
these limits. It may be taken for granted that some taxes have no in- 
centive or disincentive effect at all, as, for example, taxes on windfall 
profits. It is a bit more dubious to assume flatly that indirect taxes have 
no or only negligible effects on incentives. Still more controversial is 
the problem of the incidence of income taxes. It is frequently assumed 
that these are borne by the taxpayer. Yet much of the customary de- 
ductive reasoning on incentives would be seriously discredited if it is 
true that the “burden” of income taxes is often shifted.‘ Disincentive 
effects on work effort, mobility, and acquisition of skills are likely to 
vary greatly between income groups, skill groups, and individuals. 
Heavy taxes may indeed have a positive incentive effect on persons 
whose elasticity of demand for net income is great in terms of effort. 
High tax rates may clearly stimulate efforts on the part of the more 
or less. “idle rich.” The main difficulty, however, resides in the com- 
lexity of the incentive structure. To speak about incentives affecting 
productivity involves speaking about human motivation affecting pro- 
ductivity. Human motivation is highly mixed, involving many relevant 
nonpacuniary motives in addition to the income motive. By now we 
are quite familiar with the kinds of nonpecuniary motives at play in 
any work situation. It is not only that work, effort, and productivity 


may be imtrinsically interesting—and especially at the higher income 


levels; therk are also important considerations of respect, prestige, and 
power which afford strong motives for effort. The decisive question is 
this: just how important in the entire incentive structure is the in- . 


“For a recent study on incidence, see L. H. Kimmel, Taxes and Economic Incentives 
(Washington, D.C., 1950). 
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“come incentive in exacting. effort?. The plain fact i 1S that 1 we do-not‘know 
the answer to this question, that we know next to nothing about the 
weight of different incentives, and that, economists have neither re-._ 
ceived nor requested much help from anthropologists, psychologists, ` 
and sociologists who might be able to enlighten us. And this i ignorance 
is in strange contrast to the eagerness with which the disincentive 
effects of taxation are usually predicted. 

Similar considerations apply to the special effort of the innovating | 
enterpreneur. Here, also, other motives than. the profit motive are 
_ know to be at play. The game or gambling aspect of risk-taking has .. 
been emphasized by many economists. It is indeed argued that this — 
gamble requires disciplining ih the general interest and‘that some de- | 
terrent against the more uncertain and risky commitments may well- - 
be desirable. Again, we do not know in these circumstances whether 
even a high rate of taxation seriously blunts the incentive to make 
venturesome investments. There is general agreement, however, that 
many tax systems penalize speculative enterprise unnecessarily by their 
niggardly treatment of losses. The deterrent: expected from such dis- 
criminatory taxation does not then result primarily from the level of 
_ taxation but from specific taxing techniques which could be altered 
without involving any sizable loss of revenue. l 

Some economists hold the view that among the various negative ef- 
fects of high | taxation and redistributive finance only one is really i im- | 
portant, and that is the negative effect on saving. But here again the - 
. trouble is found far less in any impairment of the incentive to save— ` 
which impairment-also can be mitigated. by modifying the prevalent 
methods of taxation—than in a reduced ability to save. It is obvious 


., that progressive taxation diminishes the ability to- save of the higher- 


income groups, and it is plausible that this reduced saving ability of 
the higher-income groups is. only partially offsét by an increased ability. 
to save and increased savings by the lower-income groups. 

From foregoing considerations a number of inferences can be drawn,” 
= about incentives. Clearly; we know very little about productive in 
centives_in general and still less about incentives in any concrete situg- 
tion. All that psychologists and anthropologists can tell us at presént 
is that the incentive situation is exceedingly complex. This underlines 
‘the advisability of caution when it comes to making generalizations 
and predictions. But the. following propositions and querjés seem 
justified... 

{. While the gross income differentials produced by! the liberal 
economy might well be necessary in order to stimulate maximum pro- - 
_ ductivity if man were only economic man, these reward differentials 





_ probably are unnecessarily and wastefully high in any/. ‘society which 


_ fosters other important motives mang for high productivity, 
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2. We must admit the possibility of autonomous changes in non- 
income incentives which might either reinforce or counteract what- 

- ever disincentives originate in high taxation levels as well as of other 

~ changes in the economic and social environment which strengthen or. 
weke the incentive effects of a given income reward. 
` 3. While the disincentive effects of high levels of taxation and dis- 
tributive finance are difficult to predict and, in general, are. probably 
smaller than is usually assumed, the possibility of such disincentive 
effects cannot be denied and they may become important if income’ 
rewards are too radically divorced from productive effort. Beyond this, 
any more definite answer is impossible in the abstract and must de- 
pend upon particular circumstances. However, one may hazard the 
following expectations: the possible disincentive effects of any rise in 
taxation or advance in redistributive fnance will vary between persons 
of different income group, occupation, status, personality, etc., within 
=: the same society; from society to society on account of different cul- 
+ - tural and political conditions; and over time. The latter point is per- 
haps worth special emphasis, for it is possible that the immediate dis- 
incentive effect is not fully sustained over a longer period of time. In. 
other words, that a sharply reduced income reward may become ac- 
cepted gradually as “normal.” 

4. To the extent that reducing aeea impairs productive 
incentives such effects can be minimized. At any given level of taxa- 
tion and income redistribution, they can be minimized by manipulating 
specific techniques of taxing and spending. 

5. To the extent that high taxes curtail the ability to save, a real 
problem exists. But it would be rash to proclaim the-incompatibility of. 
a high level of redistributive finance and a liberal economy on this ' 
basis. Surely few people believe the chief virtue of the liberal economy 
to reside in the rate of capital accumulation which would evolve under 
conditions of low taxation. We have no right to assume that only the ` 
maximum rate will do and might well question, as D. H. Robertson 

id, our “blind fear of doing anything which may make that propor- 
tion less than it would otherwise have been.” (Economic Fragments, 
page 41.) The-question of the desirable rate of capital formation is 
‘essentially political and, as such, is of a different order than the ques- 
tion of how many shirts should be produced or exported. If this 
proposition is acceptable, then the question arises whether budgetary 
provision. for public saving should not be called upon to fill any possible 
gap between private savings and the desired rate of net investment. 
Such provision need not mean an increase of public investment or of 
public controls over private investment choices. As a rational alterna- 
tive to retrenching high tax levels, this might commend itself for two 
reasons. On equity grounds, the necessity to restrict income redistribu- 


™ 


Z 
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seems irrational to provide for income inequality on this account. duc- 
then appears that it is the low-income groups which actually (in tæ that 
of foregoing increases in consumption expenditures), though pot fv, 
ally, do. the saving. Since-the higher-income groups will not saveth West- 
extra income that accrues-to them from increased income i decision 
- this method of exacting savings might indeed be called a wafrely no one 
| While the adverse effects of high taxation levels and incols wont to do, 
bution on production incentives are; in the aggregate, ual’ objective. 
‘may be small over a very wide range of increasing taxis of a minimum 
= verse effects on productivity are still smaller and, excefid still be of little 


` high taxation and. temporarily after tax‘levels have l- for merg can be 


stantially, are likely to be more than offset by other effect... - 

utive finance which tend to augment productivity and Ae en y assu- 
tend to reinforce incentives. For a long time, it-has been recognized that - 
several important kinds of welfare measures.tend to increase produc- 


- tive. capacity. Thus measures of public health, nutrition, education, 


training, etc., as well as higher consumption levels of the lower-income 
groups, to the extent that they result from measures of income redis-_ 
tribution, enlarge the productive capacity, the supply (for example, 


Í 


-tion is averted. Secondly, if solely the ability to save is in question, i ife- | 


P 


by reducing the number of workers and working days lost through _ 


illness, by lengthening the working life of the working population, and 
cby releasing woren from housework in marginal cases), and’ the mo- 
bility of labor (not only on account of employment exchanges but 
_.directly. as a result of education and training opportunities); that is, 
of the majority of the working population. To that extent, redistribu-. 
tive finance obviously is in the nature of investment and need not be 
demanded or defended on equity grounds. In its effects on productivity, 

. investment in skill resources and in conditions favoring mobility does 
not differ from investment in plant, equipment, and inventories. It is 
perhaps largely because investment in human. resources is incapable 
of statistical measurement and does not enter our national income AC- - 
counts, that economists have been perennially preoccupied with incen¢- 
tives and: have neglected these important changes in productive capacity 
upon which: incentives operate. Clearly, reduced incentives may wet 
exact increased productivity if: they operate. on increased productive - 
capacity. Whether the net. effect of. varying levels of. redistri utive 
finance is negative or positive is not, of course, calculable. 
` pends upon the composition of welfare measures and a host of other 
variable circumstances. Much depends also upon the time period con- 
sidered,.for the full beneficial effects of redistributive finance are likely 
- to accrue only slowly. While some economists guess that the positive 
effects will only’ partially offset the Boe others have expressed 
themselves to the contrary.. 
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 Redisttibutive finance, morėcver, may enhaiice the. productive capac- | 

‘ity of society in still other and more. subtle ways. By- multiplying ‘the 

; Opportunities. of the young for acquiring various skills, redistributive 

- finance facilitates a quicker circulation’ of the professional, technical, 

„and business elites than would be. possible i in its, absence, thus increas- 

ing the supply ‘and mobility of skill resources at the higher echelons in 

the economic system, with. results which tend to augment the economic 
“productivity of the system. To quote D. H. Robertson once more: 


. the future of the supply of first class’ business management: in this country depends 
perhaps: less on the future level of business salaries and profits than on:the extent to’ 
which we choose to divért systematically into business channels our notable supplies’ of 
the temperament which. finds its meat, and drink in. the taking of momentous decisions, 
and for which parts of our public service have long been renowned. (Economic Frag- 

_ ments, page 19.). E 

` Without deliberate public: provision for facilitating this | process,. the 
hereditary principle which governs the transmission of. wealth and 
business <ontiol under capitalism leaves too many -business’ decisions - 

_to “third-generation men” whose position depends ` upon antecedents 
rather than. ability.’ In conclusion, the liberal economy, which highly ` 
rewards scarce skills, is too slow in reducing the’scarcity of skills and 
often: rewards those in -high position as if they. commanded these- posi- 

_ tions on the basis of their skill though they may occupy them for 

: extraneous reasons. Redistributive finance, on the contrary, permits . 
competition to ‘pick its winner from an enlarged field of contenders. 

Finally, redistributive finarice tends to strengthen nonincome incen- - 
tives toward. productive effort. This may follow in part from broaden- 
ing the avenues toward success. Holding out prospects of success to a 
much larger number of the younger generation may. well set in mo- — 
tion incentives which would otherwise lie dormant. To be. set against 

3 this positive effect is “the ‘disincentive effect- produced by disgruntle- 
"ment and bitterness of the former ruling groups in business and in the 
~: professions. As regards the majority of. the working population, it is 
possible that healthier. and better fed and housed workers -will be 
“happier”, workers and that “happier” workers may be more. suscepti- 
ble ‘to productive incentives than “unhappy” ` workers: Finally—and 
. this is-stressed by observers.in the Scandinavian Countries where redis- _ 
_tributive finance has ‘gradually ` reached very high’ levels—-working. © 
motale (and with this the incentive situation) is improved by a lessened 
_ hostility to’and an increased win eae of what is -still a a 
. liberal economy. z 
‘In conelusion, it must b sonceded that we’ io no more , about the 
precise positive effects.of redistributive finance than we know about 
its adverse éffects, and we know still less about its net éffects: This 
unfortunate circumstance leaves plenty: of ‘room for controversial 


oe M. Keynes, Besas à in Persuasion (London, 1983), 1 p. 327." 
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opinion. It is my feeling, however, ‘that among liberal economists — 
opinion has not been controversial enough, especially when it comes 
to policy advice. Taking all factors into consideration, who can be cer-~ 
tain that even the highest levels of redistributive finance ever known ~ 
(as in Britain and the Scandinavian countries) will in the longer run 
‘slow down the rate of increase in productivity? In wealthy societies., 
it may. well be the other way around. To be sure, the possibility of im- 
paired incentives is real enough to counsel against “uninstructed | 
‘benevolence.”® What needs more widespread realization, however, is 
that the case for redistributive finance is not only strong on equity- 
grounds but also defensible on efficiency grounds. On neither ground, 
‘and certainly not on the latter, need the case for redistributive finance 
therefore be a socialist case. It is precisely the one-sided orientation of 
most liberal economists which has made it gratuitously a socialist case. 
If redistributive finance is properly managed, it is likely to strengthen 
and revitalize the case-for the liberal economy as a system for directing 
employment under- conditions of political freedom. Redistributive __ 
finance is apt to change some aspects of the liberal economy in that its - 
articulation will be less than formerly determined by_the ‘traditional ` 
forms of transmitting wealth, skill and influence of historical capital- 
ism. To the. extent that capitalism is the “civilization of inequality,” as 
Schunipeter stated,’ radically redistributive finance will certainly im- 
pair it. The liberal economy, however, is not identical with a particular ` 
historical manifestation which. it once assumed. Its'virtues as a de- 
centralized system of resource allocation, affording scope for individual ` 
initiative, preserving the domain of economic freedoms arid minimizing 
the need for government authority, remains intact. There need be little 
incompatibility between-the liberal economy and redistributive finance, 
and even that very limited degree of incompatibility can be controlled { 
if all relevant conditions in the situation are taken into account and if 
such control is desired. . 
[A section of this paper, dealing with direct welfare controls, has J 
been deleted for the purpose of conserving space.} . > a 


Iv 
My final question is whether or not welfare measures are De 
with participation in a relatively liberal system of international -trade. 
The answer to this question is already contained in my preceding ob- 
servations. In principle, there is no reason why high levels of taxation 
and redistributive finance should be incompatible with participation in 
what has been called “an open system” of international trading. In 


‘Edwin Cannan, A Review of Economic Theory (London, 1929), p. 413. 
*“The March into Socialism,” American Economic Review, May, 1950, p. 450. 
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aci of course, a sharp rise in. feels of taxation. and ‘income redis- 
tribution may impose upon a country the necessity of special adjust- 


A ments in its trade and payments position. Thus income redistribution. 


will certainly alter the structure of demand for foreign goods and for 
exportable goods. Whether or not it will lead to a net shift of demand 
from domestic to foreign. goods and services or vice versa cannot, of 
‘course, be predicted in the abstract. In Western Europe income redis- ` 
tribution may increase the demand for such foreign goods as coffee, 
‘films, animal products, and tobacco. But it may also increase the 
demand for housing, medical care, and other domestic products. The 
net effect is unpredictable. Again, income redistribution may, although - 
it need not, increase the aggregate money demand in the economy and 
thereby generate an increased demand for imports and exportable 
goods. Increased tax levels and, especially, ill-designed tax methods 
may hit the competitive capacity of marginal enterprises and indus- 


_ tries. Should redistributive finance retard increases in productivity— 


~ 








which cannot be flatly assumed—countries with a speedier rate of prog- 
ress may impose upon the lagging countries the burden of adjusting to - 
changes in comparative-advantage situations. If high levels of taxation 
and income redistribution lead to decelerated capital formation and a. © 
lessened degree of factor mobility—another assumption which cannot 
be flatly made—a country may find it more difficult than otherwise to 


adapt its industrial structure to changes in its trade and payments posi- — 


tion. If balance-of- -payments disequilibrium necessitates that a country 
must reduce real income levels or money income levels (at existing 
foreign exchange rates), the required adjustment may be politically 
more difficult to undertake if it is not to bring about a less equal divi- 
sion of real income. However, there is nothing in the nature of these 
and similar problems which compels a country to retreat from partici- 
pation in an open system of international trading. But the indicated 
problems of adjustinent to change are real enough even though their ; 


burden is reduced because advances in the level of taxation and income 


edistribution are a world-wide phenomenon. There is, however, one 
ditional problem and that is the incentive given to capital flight from 
coWntries with relatively high levels of taxation: Since present-day con- 
ceptions of a liberal trading and payments system accommodate—as 
‘exemplified i in the Charter of the International Monetary Fund—gov- 
ernmentregulation of international capital movements, this problem ‘is 
deprived of major significance. 

Again, direct welfare controls i impinge far.more directly on a coun-. 


~ try’s ability ` ‘to participate in a relatively liberal international trading 


and payments, system. -The use of import restrictions as a. means of 
redistributing ` ‘real income in favor of industrial labor is a-case in. 


4 
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we 


point. The use of subsidies for the purpose of holding down the price — 


of imported foodstuffs is another, since it- may involve rationing of 
. imports and possibly makes state importing administratively desirable. 


_The point need not be further belabored. But it may be worth while . 
l observing that it is persistent balance-of-payments difficulties, resuilt- 


ing from other causes than welfare measures, which chiefly: account 
for the spread of quantitative import controls, although these controls 
are also employed for the purpose of avoiding a redistribution of real 
income to the disadvantage of lower-income groups. 


y l l V. ; 
By way of a t I begin by repeating that the so-called “‘wel- 


_ fare state” -neéd not be the antithesis of the so-called liberal 


economy.” Whether they will be is much more a function of the form 


` of such measures than of their extent and also of a host of other’ 


variable circumstances to’which allusion has been made in this paper. 
- What is perturbing is thé habit of many economists to offer confident 


judgments on the: effects of redistributive. finance although these judg- . 
~ Ments-are’ based on-dubious premises. As long as such economists stick: 


to a priori theorizing they are at liberty to use any premises they 


choose. But when such judgments ‘involve policy advice, it'becomes im- . 
portant to recognize that. this use/of the traditional premise may lead `. 


these economists to confuse logic and reality and to mistake fancy ‘for 
fact. In doing so, they lend an apparently scientific basis for political 
arguments which are actually based on sectional self-interest. -As 
Cairnes remarked a long time ago, such theorizing amounts “to.a hand- 


ow 
f 


some ratification of the ig form of ‘society as eee 


perfect.’ 


Nor, as far as LAT finance is concemed, are those econo- — 
mists right who simply throw up the sponge by declaring that the. ` 


problem at issue is one of politics or ethics. It is, but it is also a ques- 
tion of | economics to the very relevant extent that redistributive finance 
_ may increase productive capacity and strengthen productive incentive 
as well as impair them: By focusing on the adverse and neglecti 
the. favorable effects of income redistribution, they have left too- 
cialists the demonstration of these obvious favorable effects; theteby 


contributing to the false appearance that the issue involved i is basically - 


that the increase in welfare measures amounts to the “restoration of 
the Commons to the people.”® The question is whether restora- 
tion makes sense not only politically or ethically but also- economically. | 


le E. Cairnes, Essays in Political Economy (London, 1873), p. 260. -- 
`D, H. Macgregor, Public R of rinanee (Oxford, 1939), p. 55. 


one of socialism versus individualism. One British economis sea said 
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ea saa OF TRADE ETER PLANNED ~ 
' ECONOMIES 


By MICHAEL L. HOFFMAN 
- The New York Times 


> In any discussion of a topic as broadly defined as I understand this `- 


one to be (relationships between planned, socialistic, or “bulk purchas- 
ing” economies: was the way Professor Knight’s letter. to me put it), 
it seems desirable at the start to introduce some order into the matter 
by ‘attempting -a little classification. As I am not going to develop, 
any theory but only to try to perform the more humble task of record- 
ing some of the experience of Europe in these past few years as I 
comprehend it, a good deal of what I have to say could be said without 
benefit of any subdivisions. As many economists before me have sus- 


pected, government conduct of economic affairs seems to give rise 


to curiously consistent difficulties whatever form: that activity may ` 


_take and whatever kind of government is involved. 








Nevertheless, it seems useful to distinguish to begin with, first, the 
problems of trade bétween economies in which free enterprise has 
simply: ceased to exist (totalitarian economies), second, the problems. 
of trade between. those countries and others, and, finally, the prob- 
lems of trade faced by partially socialized economies which practice ` 
state trading in some fields but not all, both BONE. themselves and- 
with “enterprise” economies. - 

Most socialist writers, as far as I am aware, who wrote about trade - 
between socialized’ states before. there were any Socialized states or ~ 
when there was only one, treated the whole matter, if at-all, as an after- 
thought—something that would take care of itself. It seems to have 
been taken for granted that trade would develop as an inevitable , 
complement to the decisions of intelligent planners: trying to put na- - 
ional resources to their best uses. What might happen. if intelligent 
ers differ in their views about trade, retaining enough of the Old 
to behave occasionally like a man-trying to make money on a 
or if planners were not guided mainly by intelligence—these 
ities do not seem to have concerned them. Other writers, no- 
fessor Viner, have considered. the various factors likely to 
determine the nature ‘and development of trading relations between 


socialized tates. mainly in terms of the probable instability. of prices. 


that would result from two monopolies dealing with each other and 
of the problerns arising from.the absence of any code of conduct to. 
govern such trade relationships. f 
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Professor Viner, in an article written in 1944, has especially de- 
veloped the thesis that international economic relations are likely to _ 
be more disturbing to the peace when conducted largely by govern- 
‘ ments than when conducted largely through private trade. 

In fact, from what we know about trade among the completely 
socialized states of Eastern Europe, none of the things particularly. 
emphasized in the literature seem to be among its outstanding char- 
acteristics. 

There was a time during the early years. after World War II when 
it was possible for Western observers to write of trade within Eastern 
Europe as being based on “a plan in the genuine sense of a positive 
conception of its own regional development in terms of living standards 
and the machinery necessary to carry it into effect.’ There were 
honest and competent officials in Eastern Europe (all whom I knew, 
at any rate—now unfortunately no longer in a position in which their 
views count) who thought this is what they were going to do with the . 
vast and unchallengeable power to direct. resources seized by the new — 
governments of those countries. People talked of “raising planning to 
the international level”; some people in the West, I fear, still do. ` 

This is a pretty meaningless concept. It has little relation to what 
_ goes on in Eastern Europe today. The outstanding characteristic of 
trade relations among Eastern European countries is that they are 
completely dominated by the Russian Government and by Russian 
interests. The possibility that this would be the outcome of trade be- 
tween completely state controlled economies was foreseen, but not, I 
think, emphasized, by Viner in his 1944 article. No trade agreement is ` 
made between any two countries in the Cominform group without hav-. 
ing been approved, and often negotiated, in Moscow. The terms and 
conditions of trade are established by the Russian Government, not 
only, as the Kostov trial revealed, for trade between Russia and the 
satellites, but for trade between the satellites themselves. 

' This is accomplished partly by intervention in trade negotiations. 
But it is accomplished partly, and, it appears, to an increasing exte 
since the beginning of 1950, by requiring that trade between satellites 
and between the satellites and the outside world pass through R 
hands. 

This is easier to manage for some countries than for others. Yugo- 
slav official statements have revealed the extent to which Russia suc- 
ceeded in forcing that country into a`position bereft of: bargaining 
_ power with respect to its principal exports. During 1948, ‘under trade 

1 Jacob Viner, “International Relations between State Controlled Economies,” American 
Economic Review, March Supplement, 1944, pp. 315-329. 


*Doreen Warriner, “Is There a Molotov Plan?” New Statesman and Nation, November 
8, 1947. m 
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arrangements negotiated either with Russia or under Soviet surveil- 


j lance, the Soviet Union and the satellites took; 72 per cent of Yugo- ` 


 slavia’s exports of blister copper, 72.7 per cent of her exports of electro- 


. lytic copper, 59.9 per cent of the lead, 97.3 per cent of zinc; 100 per ` 


cent of iron ore, 85.2 per cent of lead concentrates; ‘and 57.1 per cent 
of zinc concentrates. -In exchange for this all but complete dependence 
on the Russian bloc for the sale of her raw materials, Yugoslavia was 
to get the machinery and plant to carry out a plan of industrialization. 
This was mostly never delivered at all, and when delivered was sold 
on terms grossly unfair to Yugoslavia and was often unsuitable. Mar- 


shall Tito has charged, and his case is pretty well documented, that . 


cd 


this trade experience was a direct result of a Russian policy of pre- . 
venting Yugoslavia from carrying out her’ program of economic de- . 


velopment and of forcing the country to specialize in the production 
of raw materials which it would Haye been to Russia’s interest to have 
~- produced there. 


The process of bringing Czechoslovakia and. Poland, with more di- ~ 


‘versified economies and. long-established channels of trade. with the 
West,~into a position of complete dependence on-the Russian state 
trade machinery is bound to be slower, but it is going on. Czechoslo- 


vakia, for example, receives Egyptian cotton, Malayan tin, Rumanian — 


ojl and probably rubber through her trade agreements with Russia. 
Many Czechoslovakian goods are delivered to Eastern Germany not 


directly, but by Russia, being paid for through the eee bilateral . 


accounts with Russia. 
At every ‘stage prices are fixed in order to achieve some , desired 


balance, surplus, or deficit in Russia’s accounts with. the importing’ 


country. What little information one can get suggests that Russia often 
makes a middleman’s profit on these deals, but there is no reason to 


‘suppose that she always does so or that this i is the primary objective 


of the system. š 


The conduct of trade is`in the hands of state monopolies. or boards. 


ich operate within the framework of agreements negotiated by 


_gdyernments. Unlike trade agreements in the West, these fix actual _ 


values or quantities of goods to be delivered during a period, which 
amounts then become part of the “plan.” As we can tell from the 
“self-criticism”. i in the Communist press, these targets are seldom met. 
~ But it is ‘the men who run the boards or the industries who suffer, not 
- the system, nor, as a rule, the men who make the agreements. 
- ~ We do know, however, that one of the charges against the defendents 
in the Kostov trial was that some of them sought to hold out informa- 
tion, in the course of trade discussions with Russia, i in an effort to get 


more favorable terms of. trade for Bulgaria than would otherwise have’. 


an 
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been established, This was held to. be a crime against. the Bulgarian . 
= state and the men: were convicted. I suggest, as an exercise for those . 
who still like to think of trade between socialized states as essentially k 
a problem in duopoly, the problem of drawing curves to- ee the 
behavior of a Bulgarian. trade negotiator in Moscow.. 

= There is a further complication. Not all the trade passes through 

` the. trade agreement machinery or, indeed, passes through the control - 

of the -satellite government at all. In Rumania, Hungary,. Eastern . 

Austria (there.is no “satellite” government here of course), formerly 

_ ~in Yugoslavia, and latterly. in Czechoslovakia important ` sectors of © 

the national economy’ are under direct Soviet control, either through. 

-. purely: Russian administration, as seems to be the case with the 
Czechoslovakian uranium mines, or through: joint ‘Soviet-satellite com- 

_ panies which are actually under. Soviet coritrol.* These companies trade 
as autonomous bodies, without licenses and without any necessary 
relation to the trade agreements between Russia and the country in - 

. quéstion. It seems that the satellite government often does not even-. 
know what the trade amounts to. 

There is no possibility whatever, as the Economic. Commission for 
Europe secretariat has found out after painstaking efforts, of setting 
forth even the main trends of trade within Eastern Europe in statistical 
form. Although nobody, including the delegates who make the speeches, 

‘takes seriously the endlessly. repeated claims of vast „progress, ex- | 
pressed, invariably, in terms. of percentages of increase over some ` 
unknown base, we know that trade has been growing. We know that | 

-` trade has been turned out of old channels toward something like a ` 
pattern of Eastern autarchy, to the accompaniment of nauseating 
hymns.of joy issuing from the mouths of those engaged in dragging ~- 
their countries down to the level of Asiatic penury. We have scattered 
bits of information here and there, mostly only up through 1948; 
indicating that this trade is resulting i in-greater geographical speciali- 
zation within Eastern Europe. But the purpose of this specialization 

‘is not even claimed to be related to old-fashioned welfare objectives: ; 

- A country that indulges in a high degree of specialization in gin’ 

| international trading community in which a fair amount of competition 
prevails and in, which prices are the principal guide to buying and sell- 
ing, subjects its economic development, in a sense, to the. dictates of 
the market, which can, of course, be harsh at times. In re ‘it ob- - 
tains a higher per capita consumption or may support a la ger popu- 

The- nature and functioning ‘of these companies was explained at Jéngth by Mr. - 
Willard Thorp, Assistant Secretary of. a in a number of statements before the Eco- 
nomic Committee of the Paris: Peace Conference of 1946 and on subSequent occasions 


, by Mr. Thorp and other U. S. Feprsentetives in the Economic and Social Council-and 
' the Economic ‘Commission for eee 5 
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ition or. both. A country which indulges in a high degree of. spe- 

cialization under the system in force in Eastern Europe subjects its 

-’ economic development to the dictates of a foreign political machine 
without any assurance that it will obtain anything at all. 

. Next to the fact of ultimate control by one government, the igno- 
rance -and blindness of the participants is, indeed, the outstanding 
characteristic of socialist international trade. Outsiders do not know 
what is happening. The people. whose production and consumption are 

- affected most by the trade do not know. what is happening. The satel- _ 
lite governments presumably know most, though not all, of the facts’ _ 
about their own trade but only what they can get by espionage about 
the terms on which their neighbors and ne trade with each | 
other and the Soviet Union. . 

It is tempting to think that somewhere in the Kremlin a body of 

- wise men sits around a table-with all the facts before it concerning 

_. this trade-and governs it according to some intelligent and consistent 
plan.’ I doubt it. I doubt if this could happen in the. atmosphere of 
secrecy and even conspiracy that surrounds the simplest international 
transactions under the Soviet system. Clearly there is very little to- 
discuss about the functioning of such a caus community as a prop: 
lem in economics. 

Turning. to the problems of aA between totalitarian and’ other 
economies, the chief difficulty here seems to have been finding any 
way to conduct trade at all. The difficulties have been enormous—on 
the Western side, at least—in establishing new mechanisms to take 

` the place of those that have been destroyed. 

‘While in theory it might seem easier to find” a solution in cases in © 

+ which an export monopoly is selling in a more or less competitive 
_ market or selling to a number of buyers, applying the principles of 
- discriminating monopoly pricing, in practice it seems to have been-. 

easier for Eastern European countries to develop trade with those 

Western countries, notably Britain, that have a relatively large number 
f state trading organizations or. departments on the buying side than 

countries like Belgium or Italy that. have few or none. 
ere seem to have been three main reasons for this. Firstly, private 
traders are simply not. able to stand the long periods of uncertainty 
_and the high cost of negotiations involved in dealing with governments. 
Secondly, the prices of Eastern exports have generally béen ‘such that 
. trade is nat advantageous unless the buyer is ‘in a position to achieve 
acceptable terms of trade by jacking up the prices of the non-totali- 
tarian - country’s exports. Few private traders are in a position to do ` 
this. Thirdly: state trading organizations tend. to seek longer-term 
contracts than pee traders are in a position to make and larger l 


+ 
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giis ia private traders are in a position to contract for. 
. Although Britain has managed to develop trade with the totalitarian - 
economies somewhat more successfully than have other Western coun- . 
tries, I do not believe her experience has been very happy. The chief 
‘characteristic of. this trade is its discontinuity. Contracts are signed, 
goods move; then suddenly a disagreement about prices or quality 
, arises; . “everything stops for months;- recriminations are exchanged; 
importers run down’ their stocks; and then, finally, a new agreement 
is reached and everything starts over again, For more than eighteen 
months the British lumber control bargained with Russia over the . 
price of Russian softwoods—at a time’ (1945-46) when lumber was 
the chief bottleneck for housing in Britain. As it turned out, agree- 
ment was reached only after prices which had nothing to do with the 
“cost” or world prices of timber, for a whole series of Russian pur- 
' chases in Britain during the war, were negotiated. Similar difficulties | 
arise every time- Sweden, Denmark, or France negotiates for Polish  ~ 
coal, although the Polish coal monopoly i is probably the most success- 
ful: operator in Western markets. 
_ The tendency of trade of this kind to be intermittent is one reason 
that its supposed advantages as an employment stabilizer for non- 
totalitarian countries have proved to be illusory, if not actually farci- 
cal. Long-term agreements with state trading organizations are still, 
| nevertheless, frequently advocated and defended on the grounds that 
they aid in stabilizing employment in export industries. 

‘The most famous case in this connection is that of the Ria is 
Swedish agreement of 1947. This was conceived by its sponsors as a’ 
kind of insurance policy’ against a confidently anticipated American 
depression. In a five-year accord, Sweden granted Russian credits of ` 
one billion kronor, in addition to undertaking to supply annually one. 
hundred million kidon worth of goods to Russia. The credit was for 
electrical machinery and installations. Fortunately for Sweden; diff- 
culties in negotiating contracts between individual Swedish manufac- 
turers and the Soviet Government have kept Russian utilization o 
the credit down to about half what was anticipated: Even so, it h S 
been an unwelcome inflationary influence and a drain on Swedish re- 
sources that have considerable earning power in free currency inar- 
kets. Whether it would have been useful as a counterweight to 
American recession will never be known. That it has not been a cae 
astrous drain on the Swedish economy has been due to the’ fact that 
-it did not work as expected, plus the fact that the U.S. was fortunately’ 
able, because of the Marshall Plan, to aid Sweden (directly through 
leans and indirectly through conditional aid ‘under the second Euro- 
pean payments scheme) to overcome some of her payments difficulties . 
-with the non-totalitarian world during 1949. | 
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That long-term intergovernmental agreements ‘might be useful em- 

ployment stabilizers is not disproved by the ‘Swedish or other experi- . 

ms ences of the past few years. I would suggest, however, that for- such 

`a purpose they have several grave disadvantages: 
First, the tying up over long periods of resources of certain indus- 

` tries deprives an economy of flexibility when it comes to making adap- | 
- tations to changes in -world trade conditions. This, presumably, is 

more serious for a small country than for a large ’one. 

Second, in a period. during which’ the problem of public economy 

is to restrain inflation the financing of such agreements by the export- 

ing country adds to inflationary pressure and is, moreover (unless 


the agreement is broken), an inflationary factor hot ‘subject: to the -~ 


control of that country’s government. 

Third, to be big. enough to be a significant factor affecting the na- 
tional income such agreements must be big enough to commit a very 
large proportion of foreign trade (in the Swedish case more than 10- 
per cent of total exports). Thisincreases the difficulties mentioned 
under the first disadvantage above. It is also one reason why pro-- 
ducers tend to resent-and are likely to sabotage the carrying out of 

_such agreements which seem to them to interfere with their freedom 
' to take advantage of changes in market conditions. | - 

Fourth, planners (and this applies to government trading in general) 
are very ‘likely to be wrong about what industries need the. .“protec- 
tion” of long-term contracts, about the advantages of any given terms 

_of trade one, two, or three years hence, and about most of the other 
variables that have to be considered in deciding whether such agree- ` 
ments are good or ‘not. | 

' There may still_be cases where the combination of credit and long- 
term contracts would be of advantage to both trading partners, With- ` 
„out going into detail, I would suggest that such cases :are likely to 
arise only when the following conditions are fulfilled: (1) The credit 
ting country (presumably the non-totalitarian country) wants to 
ild up a permanent source of supply for some industrial component 
food, something that, come what may, it is going to need to import 
itely. (2) The borrowing (totalitarian) ‘country is prepared to. - 
e the desired supply on terms that compare favorably. with .’ 
e commodities would cost elsewhere. (3) The possibility of 
ing, this through an ordinary long-term loan‘is not open. 
orrowing country can or will only undertake to develop the 
oduction if machinery and equipment are made available — 
d of years. (5) The equipment producing industries of 
ountry are pretty: hopelessly noncompetitive in’ world 
i protectionist policies, but for reasons of ` 
Bei jated and for reasons of fiscal policy - 


Canainn a 














452. 0. " AMERICAN ECONOMIC ASSOCIATION 


4 oe 


TA readily be fully employed i in production for the home market. 


I would suppose that the case of Italy (as the equipment exporter). 
and Yugoslavia (as the supplier, after a period, of timber, metals, and - 


Pa 


food) would be òne. in 1 which such arrangements aa usefully be 
worked out; | 
— Lam afraid J have left far ne little room for deion of the A 


f only. « one.of my categoriés that. might provide a fruitful‘field for’ eco- 
- nomic analysis: state trading by governments which do not seek to sup- 
- press private trade entirely—what, for want: of a better term, I have 


“te 


called “partially socialized” economies. 
Most of what I have had to say about the problenis of trading with - 


a totalitarian country applies to the state trading of partially socialized. ` 
| ‘economies with others of their kind or with predominately free en-, ` 


terprise economies, This is certainly true `of the characteristic dis: - 


| continuity of the trade and of the. tendency for commercial transac- 
_‘ tions’ and trade information to. be shrouded i in secrecy and surrounded 


with political intrigue. = 
The main difference, I suppose, in this ‘set of problems i is that there 


vis-a larger area of choice. open, to: the ' planners. Apart from | a few: 
_cases prejudiced by old political. commitments, they do not have to’ 
-use state trading techniques unless there seems to be some useful pur-. - 


pose therein: Is there anything in recent: experience to enable us to say `` 
under’ what circumstances state: trading is useful, and desirable om 


- ‘such an. economy ‘or for a number of trading countries?’ 


t 


an advocacy: of centralized purchasing as a’ means of getting foo 
. and raw materials cheaper’ than could be done by private traders. 
this is added à case for making large bulk purchases: under. long-te 


` buyer of the products: of a large-number of industries i in 
' tries, could, by. acting like -a + monopoly bas obtain | 
Z terms of trade. : T 


Britain is the only country in Europe that has kept state trading on . 
a large scale as párt of its peacetime apparatus. About. half Britain’s 
imported raw materials and four-fifths of her imported foods’ are pur- 
“chased on government account. On the export side. state trading has | | 


been developed only ,as`an incident to’ nationalization ‘of industries, 


notably coal, -and ‘presents tio special interest on its own. , 
The Labor government’s-advocacy:of state trading has been iatgely: 












contracts: as a means of assuring supplies for considerable peri 
stable prices, Although these two issues haye become badly: mixe 
the case for long-term contracts clearly rests on a much 
foundation than ‘the case for centralized buying .as such. 

One would.expect' that a country like Britain, which is 


There ‘is, of- course; no way. of ¢ com 
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_ what would have happened had the circumstances of Britain’s trade 
been different. The only - -effort I know of to’ reach a conclusion by 
F comparing Britain’s“ food and raw material. costs to: those of other ` 
countries , (made by the Economist) | concluded that at best in the - 
postwar. years centralized buying had doríe nó better than private pùr- - 
_ chase would have done while at its worst it had given higher.costs for 
` raw materials and possibly for food.‘ Personally, I did not find the 
Economist’s analysis oe except for one or two eee of 
unduly costly purchases. | | 
It seéms quite certain- that i in a period of. ‘suppressed - inflation cen- 
tralized purchase of foods combined with rationing and .a subsidy sys- 
tem can keep a country’s total food bill. belpw what it would be if con- 
sumers’ demand were permitted to be freely reflected in bids for im- 
ports. There can be no. doubt, for. instance, that Danish farmers could - 
have sold their butter at higher wholesale prices in England these past . 
© few years had they been able-to deal directly with the distributive ` 
~ trade or that Irish meat’ would have fetched much more than it has. - 
And this is quite irrespective of whether or not retail price controls. . 
and.subsidies were maintained—whether the English consumer, that is, 
paid any more. The key to the “savings” associated with centralized. - 
purchasing seems, indeed, to lie in the fact. that the government can | 
increase or dercae ämounts available to the market- at- will and that | 
the amounts available are- always taken up. When these conditions no ` 
-longer prevail, as has-been true in many Yetetables and fruits i in Britain, 
- waste appears and losses äre incurred. `~ 
_ In the last analysis, the system’ keeps: the oa food bill down be- _ 
cause of the governments ability to keep total food consumption down ` 
—below what it would be at the: same-set of prices if suppliers and | 
distributors had an opportunity to deal directly. In some cases, a mere — 
demonstration ‘that it has this power-—a strategic cut, in the bacon. 
ration—is enough. to bring. suppliers to their knees.” - ` 
» We may say, I believe, that, as'an adjunct to rationing, price con-._. 
l, and subsidies, centralized purchasing may be- a. -useful technique 
‘reducing the total food bill. But I am at a loss to know whether 
rows any real light on the value of state trading as such for ` 
it is the fact that the system as a’ whole operates to restrict 
ion without using the checkrein of prices that produces the 
e case for centralized purchasing -reduces to this, I doubt - 
e much appeal as a permanent piece of machinery. 
1, but possibly important, element of .cost. connected - 
| purchasing arises from the tendency of most govern- 
Dinan traders by permitting very generous margins : 
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at all stages of the distributive process. I speak: without having seen `> 
any’ systematic study of the matter, but I suspect that the margins l 
in the:British food industry are from 50 to 100 per cent higher than \_ 
what would be regarded as “just” in the United States and higher than ` 
those prevailing in British import-distributing industries that do G 
own buying abroad. , ! 7 
In the field of industrial raw materials, the. chief complaint iait 
_ centralized purchasing is that it tends to result in British manufac-: 
turers paying less than their overseas competitors during periods of ` 
world price increases and more during periods of world price declines.. 
` This has certainly been the case in recent years for cotton, tin, copper, 
. and zinc. If the state trading department: fixes its prices at long inter- 
vals, it must.seek to recoup during periods of. falling world prices what -- 
ait loses during periods of rising world prices. If it does not fix its prices 
for long periods but follows some world market on a daily basis; it iss 
difficult to see what becomes of the supposed advantages of centralized — 
purchase in giving manufacturers price “stability.” From this point 
_-of view, it seems that one can support the Economists verdict that at 
best -centralized buying will do ne better than private trade while it 
is very likely to saddle the country’s fabricating industries with-price 
` lags tbat place them in a very. uncomfortable position during periods 
of. falling world prices. Are we to suppose that advocates of state 
trading: are keeping up their sleeves an unstated assumption that we. 
‘are in for perpetual world manong This, at least, would be a de- 
. fensible case. os, 
It ‘is impossible here. to go into all the A fot and ‘against é 

` Tong-term contracts. Most of them reduce to the proposition that if civil 
servants are terribly smart or terribly lucky, they will get ‘the better’ . 
- of the suppliers, while if they are not, they will get stuck. { 
~ Ihave alréady commentéd ‘on the effect of long-term sale contracts , 
in introducing rigidities into the economy. The same is true of long- 
. term purchase contracts viewed from the angle of the importer. Ther 
is a pronounced preference in the’ British civil service for long-te 
l contracts: for staple items, such as grain and meat. This is based, 
` openly, on, the belief that by tying suppliers’ resources for 
_ period to the British market their bargaining position is wea 
` future negotiations. The Polish bacon industry, for example, 
` ‘the British to be developed almost exclusively to meet B 
The cost of altering types gives, Britain a margin of adv 
negotiation.. 

> The trouble is that this theory i is pétting around. As 

- geritine-British meat war, suppliers are finding that Bri 
| lore an assured supply ata known pric 
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‘the cor hints of: flagrant neglect of. economy i in investment are found: 
ss "somewhat intangible benefits must be cited to justify subsidy - 
Be tures—and wasteful and unnecessary subsidies are to be de- 
plored—some SUpslnes epee essential to Ss security in those 
eee = 3 | 
I. , , 
‘Both competitive highway and: railway agencies are far removed from 
necessity of justifying present-day investment on noneconomic grounds. ’ 
Both types of carriers rely on revenues to recover the expenses of 
operation and the cost.of road maintenance. Although one owns its : 
right .of. way and the other does not, in both cases capital outlays for `- 
road maintenance and construction derive wholly or- principally from, 
user payments, ‘Capital formation largely results from gross savings 
by carriers and reinvestment, with government agencies substituted for, 
private carriers in the case of highways. If demand for services rises, 
__hecessitating capital investment, revenue’ rise and the amounts avail- 
“able for -reinvestment become more ample. Where political influences _ 
do not intervene, highway engineers adjust the amounts invested in 
specific highway projects to concrete méasures of, need and give 
priority- to projects where estimated benefits equal. or exceed the: > 
cost: of thë improvement.. Those processes have weaknesses, but a. 
` strong point is the ultimate dependence of investment on evaluation by 
shippers and travelers of the service benefits received i in substantial . 
relation to the necessary. costs and the benefits from, alternative ex- 
penditures. This is the essence of allocation theory. 
Since ,railroads are wholly ‘cases of private ener, little diff- 

l “culty is encountered in conceding that investments are limited by the 
prospects of positive market evaluation of benefits at least equal to 
the cost of the investment. In the highway ‘field, however, it has not - 
been customary to concede that investment is limited | in like manner.. 
irst, highways are not private enterprises and thus are expected to be 






unity benefits. Third, services of arterial highways: ate not: | 


ecisely as are railroad. services, the rates for which comprise . 
a single source of revenues to ‘cover equipment operation and right-of-. 


‘ way costs: Taxes are levied to finance highways and service rates are 

charged tc. finance highway carriers, including their user contributions. 

_ That most tax revenues for primary highways are from user fees which 
~ resemble pricks may not have been given enough attention.® _ . 

It may be questioned whether railroad pricing. furthers ari economic 


*For a .more detailed statement of “highway pricing and: criteria . of investment, see 
James C. Nelsot “Investment Conditions in Highways,” Proceedings 0: the Pacific: - 
Coas Economic Association, December 28-30, 1949, pp.. 24-29. 
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allocation _of resources over highway pricing and eninge ~ The. high 
. Fatio of variable costs to. total: ‘highway. carriers’ costs indicates that . 
“service rates are priced im close conformity to costs.’ This. insures 
close weighing of service benefits. against costs to- the carriers as well ` 
as to their patrons. Shippers and travelers are competent to make those _ 
` evaluations -and to compare benefits. and ‘costs of highway services ` 
against those of alternative rail services. In the case of ‘rail pricing, 
- monopoly power, excess capacity, and equalization pressures have '- 
. yielded service ratés that often depart from unit costs. The theory of 
‘joint ‘and common costs justifies that result: as an economic pricing ; 


_,. solution. On the other hand, is it superior to prices equated to traceable ` 


..costs?® Shippers. grossly discriminated against have -not thought so.’ 
A.whole area of administrative law and economics had. to be developed: ` 
‘to lesseh injustices and improve the -allocation from.rail pricing. =` 
It may. be pointed out that the railroad right-of-way situation is -. 
basic ‘to. rail pricing practices. That ownership of road involves high — 
fixed costs and a differential property tax burden is undeniable.” High-. . 
_ way carriers pay: for their ways on a use. basis,” converting: othérwise ` 
high fixéd costs into variable costs. This. advantage can only be ap-`- 
` proximated by public ownership of rail rights of way, with user charges’ 
"comparable: to highway , user - ‘fees. -The gains’to motor carriers from’ 
~ Joint use of highways cannot be extended to the- railroads by -public 
ownership, of road facilities. Moreover, railroads, could not render all’ 
-service benefits of. highway carriers, 
as rae mr o k | 
- ` A. troublesome point is that highway carriers competitive with rail- 
- roads may avoid some of society’s costs-of producing highway services. ` 
On the whole and ‘on a national basis, motor vehicle owners have been _ 
found to pay aggregate. highway costs for which they are responsible.” 
` In some states, they probably pay too much as a result of- political ‘ apj. 
“ portionmenit of highway user tax revenues for local roads. of prim ; 
interests to landowners and communities. In others, they. may.no pay - z 
`, enough: Since competent factual studies have not been madé in’ most. 
` states of the’ proper charges to be assessed highway usSers as.c pared 
‘with landowners and. the general public for the multiple benefits of A 
- highways, ‘roads, and streets, no exact conclusion. can, De reached in. - 
‘many areas. - - a 


"See Ford K.’ Edwards, “Cost Analy in Transportation, n Amra Economic, Review, 

“ May,\1947, Į pp, 441-461, . 
navia, Tke Economics or Transport (Pitman Publishing Lorp. 1947), pp 
‘89-93, 99.100, 103-111, 128-157. .- 7 a n” -, 
’ Ford K. Edwarils, Op: cit., p. 453. : ane 

* Public Aids to Transportation, a report of the Federal 1 Co-orditg of “Transpértation,” 
1940, Vol.'I, p. 26; and Public Aids. to Domestic Transportation, a report ° of the Board” 
: > of Investigation and Research, H. Doc. Da 159, 79th Cong., PELAGE CH pp. 59-61, 
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Nevertheless, a weakness in the highway trucking and bus situations 
from the allocation viewpoint is the lack of persuasive evidence that the 
larger vehicles and combination units do pay the entire costs of the 
highway services chargeable to them. The charge of insufficient user 
payments—a longstanding issue between the railroads and trucks— 
has become a growing contention between automobile and light truck 
owners and the private and for-hire carriers using the heavier buses 
and trucks. There is growing evidence that over-all adequacy of high- 
way user payments has been achieved by a system of differential pric- 
ing of highway services which discriminates against the automobile and 
light truck owners as a class and gives preference to the owners of 
heavy motor vehicles. In Washington, user tax discrimination ap- 
pears to exist against most gasoline-propelled trucks, with the Diesel- 
powered trucks and buses and the trailers enjoying preferential treat- 
ment.” 

The lack of conclusive evidence that big and truck services compe- 
titive with railroads pay all economic costs of highway services should 
‘not lead to a hasty conclusion that uneconomic diversion to highways 
has placed the railroads in their plight. From the existence of .some 
subsidy, it does not follow that its removal would save the railroads 
from a declining role. First, the automobile accounts for the most 
significant diversion of passenger traffic from the railroad. Such evi- 
dence as exists suggests that automobile owners tend to pay too much 
rather than too little of assignable highway user costs. However, even 
if they were to pay more, the service benefits of the automobile are so 
outstanding that it is doubtful that somewhat higher costs of operation 
from greater user payments would substantially reduce substitution. 
Second, studies of costs of bus and truck operators reveal that highway 
user contributions comprise a relatively small part of total operating 

N „expenses—in Washington about 5.0 per cent on the average. Hence 
increases in user fees have small effect on total operating expenses and, 
to an extent, they may be offset by lower vehicle operating costs from 
improved highways. Third, truck traffic continues to grow both abso- 
lutely and relatively with an average revenue per ton-mile of 5.3 cents 
compared to 1.3 cents for rail freight. Although the latter is weighted ` 
by bulk traffic having low unit costs, it is still in point to cite the serv- 

4 Ibid., pp. 26-30 and pp. 61-62, respectively. For information in a recent state study, 
see James C, Nelson, Taring Waskington’s Motor Vehicles Equitably for Highway Services, 
a report submitted to the Joint Fact-Finding Committee on Highways, Streets and 
Bridges, State of Washington, September 23, 1950. 

ʻ Tbid., pp. 138-141, 148-151, Clasa I intercity motor carriers of freight in 1947 oad 
motor fuels and oil taxes (including federal excise taxes) and vehicle license and registra- 
tion fees in an amount equivalent to 3.7 per cent of their total operating revenues. Study 
of Domestic Land and Water Transportation,.Hearings before the Subcommittee on Do- 


mestic Land and Water Transportation of the Senate Committe on Interstate and Foreign 
Commerce, ias 50, 1950, pp. 178-179. 
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ice nne of trucks which divert other traffic at rates equal, to or 
"higher than rail rates.” l 
"` Imponderables in evaluation of highway subsidies are traceable to 
defects of cost finding. Highway engineers have constructed wonder- -` 
fully efficient and convenient highway _ facilities, but they generally do 
. not know-how much of the construction and maintenance costs are 
_ caused by each class of motor vehicles. Highway cost accounting is in its | 
infancy and engineering opinion is highly uncertain and sometimes 
conflicting as to the capital and maintenance requirements of the ` 
heavier vehicles. Thus a striking deficiency exists in highway cost 
studies ‘to trace separable portions of aggregate costs for assignment to 
the vehicles occasioning them: Hence findings on whether the larger 


_ -and heavier motor vehicles pay adequately for highway services have 


become exceedingly controversial. Even were incremental cost findings 
available in all states, it would still be necessary to apportion common 
costs—the largest share of aggregate highway costs—over all classes _ 
of vehicles by assumption instead of on cost factors. oe 
Lack of cost data and the necessity of capital formation have re- 
quired apportionment of highway expenditures chargeable to highway 
users on some measure of- relative use—usually the gross ton-mile. 
‘This workable procedure has brought vigorous criticism from truckers » 
and some highway officials. One criticism leveled is that the procedure 
weights weight-function .costs too much and this penalizes efficiency 
in use of highway equipment. Another, is that it neglects differences in 
the value of services rendered by highway carriers; i.e., passenger 
_ carriers should pay higher highway charges per gross ton-mile because 
they or their patrons can be made to pay them while trucks will lose 
some traffic to railroads if charged a full gross ton-mile highway charge. . 
The. former criticism may be true, but weight-function costs cannot - 
be'denied and differential cost findings for each state are not available. 
to prove or disprove the truckers’ point. Until they become available, 
use of gross ton-mile apportionments, with modifications for over- 
- weighting of the weight factor, will adjust highway user feés in ap- 
| proximate relation to probable cost of highway services and thus will 
improve the allocation of resources. On the other hand, considering 
ability to pay as justification for low charges for large trucks may be 


‘, questioned when highway capacity is short and differential require- 


ments are imposed by the ever rising volume of traffic of combination 
units. Rather, the willingness and capacity of those classes of vehicles 
- whose demands require differential Investment and maintenance to 
pay the full costs of the added requirements should be explored before. 
the investments are made. 


For two recent cases, ‘see Trafic World, Noria 1i, te ‘pp. 17-18, 39-41. | 
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Uggs weakness of the allocation achieved through pricing of 


' highway services is the increasing amount: of federal aid. Federal aid — 


payments are from general-sources of Treasury revenues, not spe- 
cifically from highway user fees. Federal aid is granted to achieve 
national objectives: maximum interstate commerce, post roads, and 
national defense. To the extent. that extra facilities are required to ac- 
commodate heavy military equipment, a charge to the military account 
for the additional investment and another for use are reasonable. If, 
however, the geometric and structural designs of interstate highways: 
are no different than they would have been without the heavy military 
traffic, then federal vehicles should pay for: public highway services 
as other vehicles, Aid for national defense should be closely limited 
to requirements to avoid subsidy from general taxpayers to highway 
users. - 

Truckers have sea that they should not pay fully for the added ` ` 
investment required for greater ballast and other strengths necessary 
in modern highways because the expenditure is required by the heavy- 
axle loads of military trucks. It may be that bridges and structural 


_ features have been strengthened by highway authorities in anticipation ` 


_of heavy military use. To the extent, however, that commercial vehicles ` 


take advantage of those facilities by general overloading and. under 


relaxed size and weight restrictions, a flow of benefits is received which _ 


` warrants reasonable charges for the highway ‘services making thdse 


benefits possible. Only if added highway costs for military, vehicles 
are for facilities which have no value to commercial vehicles should 
commercial vehicles be exempted from paying a pro rata share of the 
costs. 

Offsetting these weakness of highway pricing in terms of an economic ` 
allocation is some evidence that trucks and buses competitive with 


railroads may be overcharged for local roads and streets. Although 


those vehicles make some use of such facilities and in some cases have - 


damaged bridges and roads not designed for heavy vehicles, the direct 


benefits of local roads flow primarily to landowners and the indirect 
benefits may be equally available to the railroads. To a marked extent, 
user revenues have been substituted for property and other general 


taxes for support of local facilities. User fees: are thus either higher 


than they would have to be if the revenues were invested where the . 
traffic demand justified or the highway facilities bearing the greatest 
traffic load have been underdeveloped. Either result makes total high- 
way carrier operating costs artificially high to a degree. Unless user 
tax apportionments for local roads in excess of user earnings on those 
roads can be considered equivalent to payments of property taxes on 
highways, they would serve to unuan truck competition with: rail- ` 
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roads in much the same way that rail competition with highway . 
carriers may be handicapped if the latter ate not charged with the 
full annual costs of their differential highway requirements. What the 
‘net situation is today is an unknown. It is possible that both railroads 
and truckers have cause to complain. 


- ~ 
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- This analysis has suggested that the relations between — and 
rail carriers, so far as investment functions are concerned, are not 
_basically such as necessarily to prevent an economic allocation of re- > 
souces. as between those two fields. As the principle of user payments 
~“ for highway services has been universally applied, it is likely that the - 
long-term basic. trends in the division of traffic are fairly tenable. This 
` does not mean that carrier and public policies cannot be improved or 


> that a somewhat better allocation of resources cannot be achieved. It 


does imply, however, thàt. highway development need not be restricted: 
to projects where. diversion of traffic from the railroads will not occur. ~~ 
Investment has not been limited that way-in the past and no sound 
economic reason exists for revising the policy. It is sufficient whether | 
the specific highway project promises dependable gains equal to costs 
or whether it will be self- -liquidating from properly adjusted highway ‘ 
user payments. Highway. engineers have long applied those tests on 
spécial toll projects. Increasingly, they are applying them to state high- 
‘way projects—the facilities by far the most competitive with rail- | 
roads.** Recognition.of this does not imply -criticism of the Hoover 
Commission reorganizations in federal transport- administration, one 
objective of which was greater co-ordination in public expenditure.. 
Co-ordination should not mean suppression of Sonal jueaaable’ 
' projects. ; 
Especially on the state level, effort should be made to find the higli | 
‘way construction and maintenance costs that are traceable to motor . 
vehicles which divert traffic from railroads or command the newly ~ 
- created traffic. Those costs-and a reasonable share of all common costs 
_ Should: be. allocated to those vehicles. Test road and design studies 
- “should be expanded by federal-and state authorities to obtain the - 
‘engineering facts: essential ‘to cost finding. State legislatures should 
- adjust user charges for different motor vehicles on evidence of financial 
responsibility as found in objective studies, Efforts should be made to 
charge the costs of specific military requirements for highways so as 
' . to avoid subsidies to commercial vehicles. Accomplishments under such 
a Shorey Peterson, “The “Highway From the Point of View. of the Economist,” ‘in 


Highways in Our National Life, edited by Jen, Labatut and Wheaton J. Lane (Prince- 
ton University Press, 1950), pp. 194- 199. l 
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a long-term program' would provide a more economical allocation in 
the future, but it would bring no immediate and probably little ulti- 
mate relief to the railroads -from the relentless pressure of the law 
of substitution. l ; 

Should more direct measures be taken in a peacetime economy to 
retard substitution of highway carriage for rail transport? Those would 
involve establishing regulatory limits on the length of truck haul; dis- 
couraging enlargement of route authority by purchase, merger, or new 
applications; requiring truckers to charge artificially high rates for 
long-distance shipments; or, as in time of war, curtailing the motor 
fuels, tires, repair parts, and new vehicles for truckers competitive with 
the railroads. In this paper those alternatives could not be analyzed 
at length. However, their mere mention suggests a type of control upon 
the freedom of travelers and shippers to choose transport services that 
would be highly alien to the principles of economic democracy. In ad- 
dition, the demand for speed in transport would be overlooked. And 
unless wholly arbitrary actions of direct limitation were applied, far 
more refined cost finding than is now available in transport would be 
required. Action restricting trucks from long-distance traffic spheres 
to protect railroad revenues and the existing allocation of the rail 
revenue burden between high-value traffic and low-grade agricultural . 
and extractive traffic should be premised upon explicit criteria of need 
and responsibility for railroad facilities and the desirability of main- 
taining the present location of industry and agriculture. Is the future 
of private railroads under enlightened managerial and regulatory pòli- 
cies really so dismal in the United States as to require direct controls 
‘of this sort? 


hi 
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AN EVALUATION OF PUBLIC POLICY 
TOWARD THE RAILWAY INDUSTRY 


_ By Exnest W. WaLmms, Jr. 
i ` Columbia University 


‘N 


The railroad piut appears to be one which, kon its earliest | 
_ years, has been habitually precarious. Neither before nor since the 
advent of federal regulation has its financial success been inspiring. At 
various periods -throughout its history the application of developing 
_ technology has been stultified by financial stringency. Difficulty has - 
been experienced, even, in providing. the capacity which the market: _ 
demanded. The period since the late war began with promise, but ad- ` 
verse developments followed closely. At the moment, traffic is heavy | 
and well sustained; earnings are at, fairly high levels. But, as always, 
a period of temporary relief seems likely to be followed by a new? 
crisis produced by rising supply costs and demands for wage increases 
and further adverse adjustment of the working rules. If traffic con- 
tinues heavy, adjustment will be less difficult than at some periods in 
the past, but there is little of promise in the long-run. outlook. For- — 
_tunately much of the limited opportunity of the troublesome postwar 
years has been exploited. The roads have gone through a revolution 
in motive power and much progress has been made in the improvement 
of the fixed plant and rolling stock:as well. Hence these are elements of 
_ strength. Yet the industry has proved unable to supply either the- 
“ quantities or standards of service demanded and for this, among other 
reasons, has been losing steadily in its proportionate share of the total 
transport market. Expansion of other types of transport continues. 
at a rapid, possibly at an accelerating, pace, and thesé gains are madè. 
largely at the expense of the railroads. 3 
° The entire recent history of the industry presents a paradox. Except- 
for brief periods, freight traffic has taxed the capacity of the roads since 
before the entry of the United States into World War IJ. The late 
` summer of 1950 was characterized by more severe shortages of freight 
equipment than. at any time during the war. Yet earning power has 
been erratic and inadequate and the evaluation of the securities markets 
has -been more pessimistic, even, than. the modest earnings would 
justify. Marked uncertainty with respect, to government policy is gen- 
erally agreed. to be a factor which bears much responsibility for the 
reactions of the investing public. The unfavorable trend of labor rela- 
tions is surely another factor, as is the impact of specialized competi- 
tion. ` S g e BPs 
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In -good part the apparent paradox finds explanation i in: othe heavy | 
losses sustained in performing certain portions of the rail service. The 
general unprofitability of the passenger service is well known. Sufficient’ 
emphasis is not always given, however, to the contribution of head-end 
business, i.e., mail, express, and baggage: to the staggering passenger ` 
deficits as computed under the method prescribed by the ICC. 
Neither is sufficient. emphasis given ‘to the extent to which commutation, 
local, “and branch-line service is responsible for these deficits. For, . 
notwithstanding the profitability of numerous long-distance trains, few 
railroads have covered the assigned costs of the passenger service since 


the precipitous decline in load factors which followed closely thé end 


of the war. The less-than-carload freight service is responsible, also, 
for losses which must be covered by other segments of. traffic. The 


` causes of these losses are well known, yet little attention is focused 


upon them except by the individual carriers which, by their separate 
efforts, are not likely to find more than a partial solution. The disper- 


sion of the merchandise traffic over many competing services has diluted 


the railroad volume so materially as to render economical service im- 
possible. Even the reduced rail volume is, moreover, so greatly dis- 
persed over a multitude of routes as to retard progress in the effective 
adjustment of operations to the available volume. Alone among the 
major categories of rail freight traffic, L.C.L. tonnage has fallen well . 
below the level of the late depression years and stood in 1949 at only 


_ half the level of the first postwar year. Meanwhile forwarder business 


tendered to the rails for movement has fallen off considerably from the | 
postwar peak, although it stands well above the prewar level. Both the 
passenger and less-than-carload deficits indicate the performance by 


rail of a substantial local and small-lot service for which the railroads 


we 


are not well.suited and for which they cannot compete at remunerative 


‘rates with more-flexible and adaptable types of transport. Altogether 


too large a proportion of rail plant and-equipment is devoted to such 
service and the labor costs are out of all proportion to the service pro- 


| duced. In 1949 L.C.L. freight accounted for only 1 per cent of origi- 


` nated tonnage and a bit over 5 per cent of gross revenues; yet it oc- 
- casioned 12 72 per cent of the car loadings. Since, unlike carload freight, 


most of Ìt is loaded, unloåded, and transferred at the expense of the 

railroad and is, in addition, given pick-up and delivery service, the 

disparities are obvious. | 
Although the carload freight service has absorbed the deiis ai 


_ other services and contributed in addition the net income of the carriers, 


the trends in this service are not entirely healthy. By 1949, tonnage, 
originated in, the manufactures and miscellaneous category, to which. 
the rate structure assigns a large proportion of the transportation ` 
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- burden, had fallen’ below the level of 1941. Products of agriculture— 


__ generally low-rated items which make little contribution to .burden— 


stood 40 per cent above 1941. Animal products and forest prod- 
ucts, both of which embrace a large proportion of Jow-rated traffic, 
showéd. slight declines. The 1949 -figures for products of mines reveal 


‘little, largely because of strike conditions. But the tendency has been 
. generally-upward during the entire period since’ 1938. The composition 


of-the carload traffic has therefore been undergoing changes Kan are 


.. unfavorable to unit revenue.’ 


During the period of ‘pronounced pessimism beginning late in 1948 | 
and continuing through the early months of*this year, the railroad in- 
dustry intensified its habitual fixation of blame for all that is adverse ` 
in the industry - ‘upon the defects and failures of public policy. It en- 
gaged i in oversimplification. Thus the’ outcry against subsidy. to other | 
means of transport’ was particularly violent. Meanwhile the. carriers, ` 


_in the face of declining traffic, appéared to find little that they could 


adapt into a positive policy of their own and did not seem to recognize. 


- faults which are plainly apparent to others. Rate cutting to meet 


particular competition worked up toward a furious pace. But it went 
beyond selectivity and assumed the appearance to some extent of going 


-beyond reason. The resurgence of traffic volume and the expectation 


_ of another general rate increase will, no doubt, produce considerable- 


moderation. A new level must be established from which.the pattern 


‘of rate cutting may be resumed. Meanwhile, over the last year, rail- 


roads have been reduced too often to the role of mendicants.in their. 


` relationships with. shippers, seeking to sell; not on ‘the basis of their 


+ 
é 


ability better to meet the shippers: needs ‘than others, but on the 
grounds that shippers should ignore short-run advantages and make 


sacrifices in the interest of the long-run maintenance of rail‘ service- ` 
‘Needless to say, such an appeal i is not often successful i in ‘securing com- 
petitive ‘traffic. . 


In the -light. of this attitude \ we. may. well inquire how far public. 


policy is’ responsible for. weakness in the railroad industry and what 


correctives are needed to restore more permanent health to the industry 


under private ownership. Like the post-World War I and depression 


periods, this.is one in which a plethora of discussion occurs-and numer- | 


- ous suggestions are offered. From. the railroad side they are of limited 


objective and encounter the violent opposition of other types of trans- 


port likely to be ‘adversely affected. Virtually. a competitive campaign ` 


of publicity has been under way in which distortion is common and - 


1 For comparative contributions of various donidis to bda see Delbert M. 
Steiner, “The Demand for ae a by eee 18 LC.C. Practitioner's 


` Journal (1950). 
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has a tendency to grow. Other students, who attempt to approach the 
problem from the_point of view of the national interest, take a broader 
view looking toward the development of an integrated national trans- 
port policy. It is generally apparent to them that, while a reformed 
public policy can do much to assist a healthy development of the sev- 
eral types of transport in appropriate relationships to one another, 
such a public policy cannot, alone, cure all of the ills which beset the 
railroad industry today. Unless the better climate produced brought 
forth sufficient initiative on the part of the carriers themselves, the 
position of the industry would remain unsatisfactory. 

We have today a variety of means of transportation having differing 
capabilities and economic characteristics. This affords previously un- 
suspected opportunities for enhancing the efficiency of transport in 
its role as a part of the productive process. The economist’s objective in. 
the approach to transport policy is to hold to standards which seek 
efficient, integrated operation of the facilities to produce services de- 
manded by the market at prices which accurately reflect the costs in- 
volved, including those of appropriate development toward future 
needs and of an optimum application of technical improvements. An 
appropriate allocation of resources between transportation and other 
functions in the economy and between the several forms of transport 
cannot otherwise be achieved. Hence the closer the approach to these 
objectives the more the assurance of a healthy development of the 
industry as a part of the national economy. i 

In the face of sharp differences in the economic characteristics of the 
several methods of transportation and the imperfections of the com- 
petition among them, achievement of this objective suggests the neces- 
sity for departure from competitive tests toward a high degree of eco- 
nomic planning accompanied by effective methods of implementation. 
There are, however, serious objections to an approach of this type 
_ which would be more readily applicable to static and certain condi- 
tions than to highly dynamic ones. 

With the rapid development of technology in the several types of 
transportation, there appear to be no sharply defined areas within 
which the individual types have manifest economic advantages. There 
is displayed, instead, considerable variety in the apparent patterns of 
cost, and both the economic characteristics and the capabilities of the 
several forms are changing over time. Public policy must in conse- 
quence provide for flexibility in the accommodation of the means of 
transportation to the needs of the market. It must provide ample room 
for experiment and for the development of each form. Except in this — 
way the capabilities of each form will not have appropriate opportunity 
to demonstrate itself and the improvements which may become techni- - 


` 
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cally” possible might be ‘stultified by unduly rigid preconceptions. In 
such an atmosphere the railroad should, of course, have large freedom 
to develop and demonstrate its own superiority in whatever areas and . 
for whatever traffic this proves possible. Accordingly, it must be. re- 
lieved of undue restriction and artificial. obstacles imposed by public 
policy and of excuses behind TO a lack of initiative can be con- 
cealed. 
The objective of develosnné over time, ‘through an essentially -ex- 
perimental process, a transportation system in which the several means 
of transport come to play those parts for which they are best fitted, 
suggests the paramount importance of developing a neutrality in the 
attitudes and policies of government with respect, to all types. All 
are now sufficiently mature technically to proceed to stand on their - 
own without government assistance. 

In its evaluation of the defects of public policy, the Brookings re- 
port characterized the state of current government activity as follows: 


Expenditures for the provision of transportation facilities are authorized with no con-. 
sideration for over-all transportation requirements or the relationships among transport 
agencies. The result has been an improvident use of public funds and a failure to program. 
in accordance with priority of need. The use of general taxes rather than user charges.’ 
to finance these facilities has resulted in an uneconomic distribution of traffic and conse- 
quently a misapplication of productive resources. In addition, failure to consider the 
problems and possibilities of the railroad system in conjunction with the planning of- 
public transportation facilities has prevented the realization of maximum benefits and 
maximum economy. 

It has been noted, too, that Congress has not succeeded in welding the various phases 
of regulatory and promotional programs into an economically sound and efficiently ad-'. 
ministered transportation policy. It has set as one regulatory goal the fair and impartial 
treatment of transportation enterprises and has imposed on them the obligation to pro- 
` vide service without. discrimination or preference between individuals and communities. 
At the same time, it has been deliberately discriminatory in the varying degree of public 
aid extended ‘to the several transport agencies. It has charged two separate r tory 
agencies with responsibility for preventing wasteful and destructive com titive practices ~ 
in transportation, by rate regulation and by controlling entry and abandonment’ of busi- . 
ness operations. At the same time, it has given other branches of government the power 
to determine independently the character of physical transport facilities, their location 
and. capacity, and the rates at which they shall be expanded.’ 


I am in full agreement with the result of the Brookings study that 
‘wherever it is appropriate as a method for the government to provide 
- certain basic, transportation facilities, the carriers using those facilities 
should bear.an appropriate user charge designed to reimburse the gov- 
ernment expenditure with interest. This-implies the advent of. user 
charges to cover fedéral aid highway expenditures, federal aid airport 
expenditures, and the expenditures of the.government for the installa- ` 
tion, maintenance, and operation of aids to air navigation. It implies 
the elimination of the subsidy element in air-mail payments. It implies 
also the imposition of tolls upon the improved waterways designed as 


Charles L. Dearing and Wilfred Owen, National Transportation Policy (1949), pp. . 
351-352. 
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far‘as possible to amortize the sunk costs and cover all maintenance 


- and operating costs of these facilities. New waterways projects should 


be subjected to the test of ability to sustain themselves through such 


-` charges. A prerequisite is, no doubt, a new study by a respected and 


È 
Paii 


impartial body similar to the public aid study of the Federal Co- 


‘ordinator of Transportation. 


‘I must confess that, unfortunately, there appears to be little likeli- 
hood in our political atmosphere that any of these devices. will de- 
velop quickly except possibly some adjustments in the highway tax 
structure at the state level. In consequence, although a policy of this 
type may be recommended, the central principle upon which it is based ` 
is unlikely to be adopted in the foreseeable future by the government 
bodies concerned. All that can be hoped for is a gradual movement in 
the direction of greater neutrality in government policy. Some minor ° 
steps are, indeed, in contemplation. ‘The alternative method of provid- . 
ing compensating subsidy for the railroad industry seems equally un- 
likely of adoption. Yet the continuance of discriminatory public aid, 


- through the reflection of such aid in the cost structures of competing 


forms of transport, necessarily produces a skewed allocation of re- 


_ sources among the types of transport and an excessive allocation of the 


total national outlay to transportation as a function. 

Fortunately the importance of establishing neutrality in government 
aids, while large, is not as great in the short run as the railroad in- 
dustry would have us. believe when considered in relation to the more > 


` limited question of the survival of the railroad industry in private 


ownership. Even if the figures published by the railroad industry it- 
self are accepted, analysis would probably show that the complete 

elimination of: public aid to other types of transportation would not 
alone and in the near future mitigate the problems of the railroads. 


` materially. Nevertheless, movement in the direction of such a policy 


is desirable both for the assistance it would lend and because it would 
clear the air and force the railroads to focus upon their own problems 
and the means for resolving them: Incidentally, and of large im- 


portance, it would pave the way for significant economy in govern- 


ment expenditure and for the more. productive use of funds appro- 
priated at lower levels. -. . 
The plight of the railroads today i is the result of developments which 
public policy should not and, I hope, will not nullify insofar as they 
afford real advantage to the consumers of transportation service. 


=. The technical capabilities of the newer forms of transportation should 


not be legislated out of existence. Indeed, they should have the fullest 


= opportunity for exploitation on an equal basis with the railroads. The 


railroad REN itself must learn to live within conditions encoun- 


i 
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of problems which the advent of competitive transportation has fos- 


tered. A good deal has beén done within the railroad industry with. this 
; objective i in mind but the. response-of the industry has-been spotty and 
only in part well thought out. Simple raté undercutting has too. often’ i 


been resorted to when what was required was an integrated program 


i tered and develop a resoiircefulness i in adapting itself to the new w =, 


1 


of which service improvement and the development . of operating E 


economy should have been an inherent part. The obstacles aré not-in- 


superable, as indicated. by the success. achieved by certain carriers’ 


=- with respect to portions of their business. 


- tion with a view to fix once again both authority and responsibility ` 
upon the carriers and to restore the ability to accommodate the rate - 


i 


Under present conditions, however, both the railroads and common 


` carriers by. motor vehicle suffer under certain disabilities which arise. 
from regulatory and: tax policies, The impact- upon. the railroads is,- 
_ however, considerably more seriotis, since the industry lacks the flexi- 

` bility and the freedom from broad responsibility to the shipping com- 

munity which tend to characterize motor common carriage. Both the _ 
Brookings study and the report of. the Secretary of Commerce’. em- - 
_phasized the need for developing greater uniformity in regulatory | 


treatment. The former recommended certain relaxations. in rate regula- 


structure quickly to economic changes. This recommendation con- 


cérned, particularly, the relief of the Commission from responsibility ‘ . 


in connection with general rate level changes. Certain aspects of:the ` 


regulatory problem were, however, scarcely touched upon by either of > 


. these studies. : 


Even under present legislation, regulatory policy z as evolved by the 
Interstate Commerce Commission in the exercise’of its large discretion 
could veer far toward either of two poles. It might become almost a 
regulation designed to implement a plan for the allocation .of traffic 
among the several forms. concerned in the light of some assumptions 


- as to relative fitness. It might, at the other extreme, become an entirely 


negative regulation which would seek only to deal with complaints and 


to put-a-floor under the more disastrous competitive activities-of the 
- carriers. What we have appears to be a somewhat fuzzy attempt to 
establish an intermediate position, although one which is closer‘to the 

second than to the first pole. The result is a costly, frustrating, and 
time-consuming effort which is only, partially effective in shaping the 


- course of events and not always in an easily discernible direction. 


‘All parties complain of the delay and expénse involved in Commission 
proceedings; yet each, when it suits his purpose, pursues the tactics 


“"Issués Involved in a’ Unified and Co-ordinated- Federal a i Transportation 
E 0 (December 1, 1949). i 
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of delay to perfection. Not a few proceedings seem to promise little 
for the opposing groups save what may be gained from the status quo 
during the course of the dispute. 

The old standards of regulation which were developed during the 
era when the railroad industry had a near monopoly of internal inter- 
city transport have been seriously impaired during the attempt to 
apply them in a highly competitive era. New standards which are bet- ` 
ter attuned to present facts have scarcely begun to be developed. 
Certain inevitable tendencies have been recognized—notably the tend- 
ency to move toward cost as a primary standard of rate making; yet 
little has been done except for the purpose of somewhat softening 
the transition. Even the tools which would be necessary to the ap- 
praisal of rate structures based more nearly.upon costs have been slow 
in their evolution and their utility has been a subject of substantial 
argument in many quarters. Meanwhile regulatory policy has -pretty 
largely been adrift. In the prewar period it was characterized for the 

`> most part by a willingness to sanction equality of rates, tempered 
in the case of water carriers by a tolerance of differences which 
were believed sufficient to compensate manifest service disabilities. 
Since the war the equality between rail and motor common carrier 
rates has been significantly disturbed, although efforts are under way. 
for its restoration. The Commission has shown no disposition, even 
where railroads were manifestly more economic for the traffic in 
question, to approve rates which would force their motor carrier 
competitors out of business. Its rather negative policy has contributed 
to an undue dispersion of the business with the accompanying sacri- 
fice of economy. 

The impact of competitors upon the areas has been spotty. No 
competitor has the ability or the obligation to compete universally 
as would one railroad with another at common points. The motor 

. carrier of freight generally confines itself to traffic which is able 
` to pay some four times the average of rail revenue and, even within 
-this category of traffic, exercises some choice over both the com- 
modities it will carry and the points it will serve. The inland water 
carrier, limited in the area of its competition by physical factors, 
confines itself largely to a limited range of bulk commodities in large 
lots. The airline competes only for the high-grade passenger, mail, and 
express traffic over fairly long distances and between miajor points. 

| Naturally enough it makes no bid for the short-distance local traffic 
which railroads are compelled to accommodate at a loss, nor does it 
seek to serve points where the traffic potential is regarded as inade- 
quate except when heavy subsidy is offered. Even the motorbus often 
successfully avoids the unprofitable commuter traffic and caters only 
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_ to the more lucrative off- peak traffic. Thus the railroad, with its uni- ; 
versal obligation to carry, is- beset by a wide variety of specialists: 


which, together, confront it over a considerable range of the business. 
a The nature of specialized. competition to which the railroad has 
been. subjected has resulted primarily in the breaking down of the 
rate structure upon the higher-rated traffic, although upon a selective 
basis as to lengths of haul and territorial areas. The result has been to 


` force unusual portions of the transportation burden upon the lower- | 


grade commodities and upon the longer hauls. This is a development 
viewed with alarm in many quarters and with considerable reason, 
since it tends to diminish the opportunities for the movement of low- 
grade commodities and to restrict the length of haul for a wide range 
of traffic. Since the economy has been adjusted to a value of service 
“rate structure which put considerable emphasis on fostering traffic: of 


this type in order to meet the necessity of the railroad industry for a - 


heavy volume of traffic, the transition toward a structure based more 
nearly upon cost factors i is likely to upset many established commer- 
cial relationships, However, the characteristics of the railroad indus- 
try, which remains the principal agency for the transportation of freight, 
compel a rate structure designed to preserve the volume of traffic. 
Value of service, therefore, cannot be left out of account in the adjust- 


= ment ‘of the rate structure. If it is to continue to be a rate-making 
factor of importance for the railroad industry, however, then it must 


be applied in like fashion to the rates of all forms of transportation 
under, regulation. The Commission has made some effort to’ do this, 
and on the whole the, impact upon the value of service structure-has 
come more from carriers outside the Commission’s control than from the 
carriers which it regulates. 

Where the competition which faces the railroads is either private 
or exempt carriage, it has complete freedom to pick and-choose the 
type ‘of traffic and the points between. which such traffic will be 
handled. Characteristically private transportation is arranged only 


where a regular and somewhat balanced: flow of traffic is available. > ; 
The irregular movements including those to points where volume is- 


light ‘and those to points where a back haul ‘is unavailable are com- 
monly. left.to the common carriers. The same is true of periodic and 


seasonal peaks of traffic. To the extent this occurs, common carriers \ 
are deprived of a portion of the base traffic upon which they must rely. 
for net income and are left the irregular and undesirable traffic which . 


the specialized service cannot accommodate with economy. The growth 
of specialized service, therefore, continually. impairs the integrity of 
common carrier service. 


ened in public policy a are v7 indicated by this state of af- 
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fairs. It does not appear to me that a soldini is to be obtained pri- 
marily by ‘the extension of regulation into the exempt areas, although 
some of this is-indicated: The exemption of motor carriers engaged 
in: the haul of agricultural products, for example, has proved to be: 
much broader than was intended- by the Congress at the time the _ 
Motor Carrier Act was passed. The more effective solution, however, 
would probably be a substantial revision of regulatory nolicy as it ap- 
lies to the making of rates designed to compete with’ specialized 
_ private and exempt carriers and with specialized contract carriers 
offering -limited services. Greater latitude is already . permitted to 
‘common carriers in meeting such competition under the policies of the 
. Interstate Commerce Commission. But the present policies of the 
‘Commission do not appear to go far enough. Since private and exempt 
carriers by their nature can-pick and choose the traffic which they 
will handle, common carriers must be- allowed equal leeway in the 
sense that they will be permitted to make rates for the traffic in qués- 
‘tion without the sacrifice of revenue unnecessarily upon those por- 
‘tions of the business for which. specialized carriage is improbable. 
Volume and agreed rates are necessary even though they involve a 
contractual relationship with particular shippers. Since any shipper 
whose traffic is so constituted as to permit the use of motor, water, © 
or pipe-line service either in private or contract relationships can 
secure the benefit of charges tailored to such specialized services for 
his base business, it would be in the interest of the preservation of 
. adequate common carrier service to permit common carriers to accept 
traffic of this sort on the basis of rates open only to shippers so 
circumstanced. The adoption of such a policy would remove much of 
_ the difficulty which has surrounded the attempt to make multiple- 
car and train-load rates as well as-all-commodity rates and would tend ~ 
to preserve much desirable traffic for the common carrier services. 
It is entirely possible that the definition of private carriage which 


= the Commission has been forging through a line of cases terminating 


‘in the’ recent Lenoir and Schenley cases is too broad. However that 
may be, I do not recommend a policy for the undue restriction of 
private carriage but rather a policy which enables the common car- 
rier to meet such competition on all fours. It seems apparent, how- 
ever, that considerable adjustment of the tax structure in many of 
the states is called for to minimize the distinction between private 
and common carriage. The type of private carriage which impinges 
upon the railroad industry represents just as surely a commercial use . 
of the highways as does the conduct of a common carrier service - 
--over them. If anything, it would appear that the burdens placed upon 
the common carriers should be less than ii placed upon the private 
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carriers in as much ‘as the common carrier has ipa been viewed as ` 
clothed with a broad public interest whereas specialized private tans 
i portation serves only the industry directly concerned, - 54 
Even in its competition with common carriers by water and motor 
the railroad encounters a degree of specialization on the part of such 
carriers. Many motor commén carriers confine their. operations to - 
principal points where there is an assured volume of desirable. ton- 
_ nage. They accept no obligation to serve intermediate points and in’ 
many: instances have no operating rights at such intermediate points. - 
Moreover, by limited commodity authority or by the ease with which 
` they can turn away undesirable traffic, they are able to accomplish a - 
good deal in selecting the commodities which they will handle even -> 
between restricted points of service. The simultaneous existence of 
such so-called “common carriers” alongside of common carriers of 
general: commodities which offer service at intermediate as well as 
terminal points has always been a factor tending to disorganize the. 
motor catrier rate structure. It appears that a basis of equal com- 
petition could be achieved only by placing upon all motor common 
carriers the obligation to handle general commodities within the ability . 
of theif vehicles and to serve all intermediate points upon their lines 
_ where’ there may be a demand for motor service. This would require’: 
, considerable revision of existing common carrier certificates and a. 
. reinterpretation of the obligations of carriers which hold themselves. 
_ out. to the general public. The difficulties of enforcement of such a. | 
policy are obvious... - “3 
Still in the regulatory area, it has become abendantly clear that the 7 
rail carriers must be afforded fuller freedom to abandon unprofitable - 
= services and lines. The attitude of many state regulatory bodies has . 
been unduly restrictive and has resulted in the continuation of large . 
losses which are unavoidable except by abandonment of service nò 
-longer needed because the traffic has deserted the. rails. This is par-_ 
ticularly true of passenger service abandonments in many of the 
states. Similarly the policy of the Commission, although less restric- 
tive than that of many state bodies, has not been as liberal as the 
conditions demand: Railroads should be permitted, where itis shown 
-to be in the ‘public interest, the right to provide substituted highway 
- sevice and should develop methods. for the physical co-ordination of 
- that service with their main line services.in order to reduce the cost 
of break of bulk. In many instances, however, the traffic has so ‘far 
- deserted the railroads for the highways-as to suggest that the re- 
sponsibility for offering a complete common carrier service at reason- 
‘able rates should be placed upon the motor carriers. | 
Above all, the ey pone: in exercising its Jurisdiction 


‘ 
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should undertake as far as possible to avoid undue dispersion of the _ 


traffic among a number of different types of service and a multitude 
= of carriers. In clear cases the Commission should be prepared to cut 
out a form of transportation which is uneconomical by comparison 
with the rail service by fixing appropriate minimum rates. Its policy 
- in the past has avoided this type of action with the result that, even 


where it is manifestly more economical for the traffic to move by rail, > 


it has continued to be dispersed among several types of transporta- 
tion, The result is a lack of economy in the performance of the trans- 
portation service as well as higher rates to the shipper than the cir- 


cumstances may justify. In the same way the rail carriers should not. 


be inhibited from increasing the rates upon unprofitable short haul 


and less-than-carload traffic where inroads have been made by other . 


forms of transportation to such a degree as to make it impossible to 


operate good service at competitive cost levels. Railroads should be - 


permitted to retire from the traffic if they find this a desirable policy 
~ and the burden of providing a complete service should be fixed upon 
those carriers now handling the bulk of the business. 

The long-run strengthening of the railroad system will call for the 
‘assumption by government of greater responsibility for leadership 
_ than it now accepts. Although I am not prepared, at present, to advo- 
cate a policy of compulsory consolidation into a fixed pattern of re- 
gional systems for many reasons which it is impossible to discuss 
here, I am inclined to suggest that the intermediate position taken in 
the Brookings study has substantial merit. The force of government 
should be available to put, in effect, without undue cost or undue legal 
complications, consolidations which the carriers are desirous of under- 
taking and which would appear to serve the public interest. It should 
be made clear that from the point of view of. public policy what is 
desirable is the type of consolidation which holds the prospect of 
economy through the elimination of duplicate lines and services and 
through the concentration of traffic over the better located lines of 
railroad on which the funds available to the carriers can be concen- 
trated for the purpose of making them fully modern transport facili- 
ties. The policy should give special emphasis to programs for the 
unification and improvement of terminal facilities in the major urban 
-centers where a very large proportion of the obsolescence and waste 
in existing operations is concentrated. Although it is true that much 
could be accomplished short of consolidation, the railroads have shown 
little initiative in co-operative endeavors and tend to consider consolida- 
tion as a prerequisite to the type of step which is necessary in the 
‘achievement of greater economy and higher standards of service. 

Finally, some attention must be focused upon the penny diffi- 
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cult problem of labor relations in the railroad industry and upon the 
ineffective public policy which now exists. The railroads are severely 
handicapped in their attempts to render the type of service demanded 
in the present competitive era by the excessively complicated working 


~ rules which have developed in the industry over the years. This prob- 


lem has -become much more serious under the interpretations of the 
National Railroad Adjustment Board and their widespread application 
throughout the railroad system. It occasions not merely the payment 
for considerable service not obtained from employees and the pay- . 
ment for service at excessive rates but also forces inefficient use of. 
equipment and facilities in many instances. The established proced- 
ures have proved cumbersome and slow moving. They have proved 
to be open to appeal on the side of labor but not on the part of manage- - 
ment. They have been conducted, in effect, behind closed doors with- 
out coming to the attention of the public except as strike issues have 
arisen.’ Public attention must be focused upon the shortcomings of - 
these procedures and upon the burden which is placed upon the service ~~ 
of common carriers by the existing features of the. working rules. 
Means must be found for.restoring direct negotiations at appropriately 
high levels between carrier managements and the brotherhoods. A 
policy of increased rates of pay in return for the elimination of ham- 
pering and restrictive rules must be tried. Without some solution of 
this continually deteriorating situation, the permanent long-run health 
of the railroad industry cannot be assured. Needless to say, it has also. 
become apparent that ways must be found to overcome the breakdown 
of the Railway Labor Act in the matter of periodic negotiations. Un- 
less emergency boards can be returned to. their intended status and 
interruptions and seizures avoided, it would appear the entire 
structure “of the ancl must be revised. 


SUBSIDIES AND COMPETITION AS FACTORS IN AIR 
TRANSPORT POLICY 


By STANLEY BERGE’ 
_ Northwestern University 


In April, 1949, the Senate Committee on Interstate and Foreign 
Commerce began to hold a series of hearings for the purpose of in- ` 
. vestigating the financial stability and operational efficiency of the air- 
line industry. These hearings continued through June, 1949, and were 
resumed again for two days in. January, 1950. Subsequently, a docu- 
ment of some 2,500 pages has been published-containing the testimony 
of eighty-six persons, in addition to considerable corre=peudente and. 
miscellaneous data. 

The purpose of the investigation, as - revealed in the letter signed — 
~<by Senator Edwin C. Johnson, Chairman of the Committee, inviting 
` witnesses to appear was “‘to learn why, in a period of unprecedented 

prosperity, the air-line industry is in such poor financial condition.” 
The letter further asked: 

Can it be explained by. excessive canpenton? Is it poor management and loose, easy- 

. Going financial policies? Are there too many vice presidents with unlimited expense 
accounts and too elaborate downtown ticket offices? Is it the continuing impact of post- 
war reconversion and expansion? Has it resulted from administrative practices by the - 
Civil Aeronautics Board or the Civil Aeronautics Administration? Is it due to policies: laid 
down by Congress ?? 
‘These and other questions were asked. 

Subsidy and Competition Are Major Issues. Review of the testi- 
mony collected during the airline industry investigation finds two 
major issues continually crowding other’ problems of public policy 
from the scene. The first is the question of subsidy: to what extent — 
should. commercial air transportation be promoted by means of public . 
aids or subsidies? The second is the question of competition: to what 
extent should competition be restricted in commercial air transporta- . 

- tion? At the risk of neglecting other important areas of public policy 
toward air commerce, it seems desirable because of their pre-eminence 
to limit this discussion to a brief consideration of these two areas of 
great controversy. 

Inasmuch as freedom from government support and freedom from - 
government control are often considered essential to the preservation 

* Air-line Industry Investigation, Hearings pursuant to 5. Res. 50 before the Committee 


on Interstate and Foreign Commerce, United States Senate, 8ist Cong, Ist and 2nd sess. 
(April 11, aoe Jennary 31, 1950), p. 2. B e Ea — 
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of the American system of private enterprise, we may. rit consider | 
the possible. short-run and long-run effects of surrendering these free- 
doms to a. considerable extent in our public policy toward com- ` 
mercial aviation. It hasbeen said-that the price of security is thé loss 
` of freedom. Thus: there is a distinct relationship between government ~ 
` subsidy and government control; not only of compétition. but of many 
- other. ‘things. He who accepts subsidy must accept government control. 

Compétition may be restricted in -transportation even without re-'- 
` gard to the question of ‘subsidy: Since 1920; railroad competition ‘has - 
. been subject to government restrictions and the same has been true of | 

- motor carrier competition since 1935. These restrictions of free com- 
petition in transportation have been based dn a fairly recent develop- | 
_ ment in the philosophy of transportation regulation; namely, protec- | 
tion of the carrier’from “excessive” or ‘‘déstructive” competition. Be-.- 
_ eause this is a-far cry from the original public policy of encourag- 
ing carrier competition and restricting monopoly, it represents a highly ~ f 
controversial question. The question resolves itself to whether,, like~ 
‘railroads, airlines shall be treated as public utilities and subjected to ` 
_ the full gamut of public utility controls, or whether they will serve . 
_ ‘the public better: and achieve greater prosperity if treated as relatively 
~ free competitive enterprises performing a public service. 

In the remainder of this paper, I shall first discuss the problem of - 
. subsidies to ‘air - - transportation and then the problem of TEES NDE 
‘competition: 

Nature and Extent of Air Transport Subsidies. ‘What is subsidy? 
What i is public aid? Are these two’ things equivalent? While the-two 
-terms are. frequently used interchangeably, there might be some ad- 
vantage to making a distinction between them.’ ‘Fundamentally, asub- | 

. sidy is a gift: a one-way transaction, without provision for tepayment._ 
Public aids, on the other hand, are often in the nature-of temporary s 
grants or loans: two-way transactions, with definite provision for re- 

“imbursement of the public treasury. It is important to note that public 
_ aids may include subsidies as well'as temporary aids which are even- 

‘tually repaid i in some tangible way: - - . 

_A recent study entitled Subsidies to Transportation, by Burton N 

E Behling, published by the Library of Congress Legislative Reference 
Service; states that “in. addition ‘to the element of direct subsidy in-' 
-cluded-in air-mail payments to the domestic and. U.S. flag international 
„airlines, these carriers also are subsidized (indirectly) by the provision 

' òf airport and. airway facilities and other navigation aids.”*..The air- 
‘lines have also benefited from government aeronautical research and- 
T developmerit and this type of aid may become ` more a if 


a * Public Affairs Bulletin Re: 86 eee 1950), p. oh 
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Congress decides to finance the development of “prototype” aircraft 
for both civil and military purposes. 

In order to assist an infant air transport industry, Congress in 1938 
authorized the payment of subsidies, in the form of air-mail pay, to 
meet the legitimate financial needs of, the certificated air carriers.° 
The valid measure of the amount of subsidy to the carriers receiv- 
ing air-mail payments is the excess of such. payments over the costs 
to the carriers of rendering the air-mail service, including a reasonable 
allowance for return on investment.* In recent years air-mail pay- 
ments have increased substantially—from 46 million dollars to all air 
carriers in 1946 to 112 million in 1949. In addition, in 1949 the car- 
riers received 30 million dollars in retroactive mail pay to cover their 
losses before 1949. When various witnesses were asked how much of 
the air-mail pay represented subsidy, no one could say. Estimates. 
ranged from 40 to 60 per cent.” The problem was sized up thus by 
Postmaster General Donaldson: 

The total cost for both domestic and foreign air mail this year ... is, in round numbers, 
about $120 million, and by the highest stretch of the imagination you could not presume. 
to state that the subsidy would be more than half of that, if that much. ...I have my 
doubts about the subsidy being more than around $35 million, but nobody has yet deter- 
mined what is the fair and reasonable rate we should pay for this service that is performed 
for us, and until somebody determines what we ought to pay the air carrier for the service 
he performs for us and what is the right rate of pay we should pay him, then and only 
then can you separate the subsidy from the total payment.‘ 

There has come to be general agreement not only among commit- 
tees of Congress and government agencies concerned, but also among 
some of the scheduled air-mail carriers that subsidy should be sepa- 
rated from mail pay. For instance, President E. V, Rickenbacker, of 
Eastern Air Lines, told the Senate Interstate and Foreign Commerce 
Committee: 

A tragic error which has been committed by the CAB and by many of the leaders of the 
industry has been the assumption that Section 2 and Section 406—the mail pay section— 
of the act have set air transportation apart from all other businesses and have made it 
immune to the grim necessities of sound business practices and have promised it a blank 
check and have guaranteed each air carrier a livelihood at the expense of the taxpayer. (Jbid., 
page 1112.) , s 

In an interim report submitted May 5, 1950, to the Senate Appro- 
priations Committee, Senator Johnson recommended that subsidy be 
separated from air-mail payments. However, he suggested that the di- 
rect subsidy for domestic air transportation “should be specifically 
identified and presented to Congress on a community basis.” His 


? Article by Senator Edwin C. Johnson, “Proposed Senate Action on Air Mail Subsidies,” 
Journal of Air Law and Commerce, Summer, 1950, p. 253. ; 
‘Public Aids to Domestic Transportation, U. S. Board of Investigation and Research: 

(H.Doc: 159, 79th Cong., ist sess., staff report), p: 75. - 
“ Article by Senator Edwin C. Johnson, op. cit., p. 254. 
* Aiv-line Industry Investigation, op. cit., pp. 1296, 1298, 
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report. referred to significant evidence collected by his committee that, 
in general, airlines carrying only a long-haul business and servicing but ` ` 
a few high-density points could operate profitably without direct sub- 
sidy." Thus considerable attention is currently being, given to the < 


direct subsidy element in air-mail pay. But what about the indirect _ 


= 


subsidies to commercial air transportation through provision of air- 
ways and airports at public expense? 

Taxpayers of the United States have an ined of about one 
and one-half billion dollars in civil airports. Of the larger airports, 
which are financed by federal; state, and local appropriations, only 
a handful are self-supporting even to the extent of returning out-of- 


- pocket operating and maintenance expenses.* The Federal Aid Air- 


port Program for the 1951 fiscal year involves a total expenditure of 
51 million dollars of which 25 million are federal funds and 26 million 
are state and local funds.’ 

From its inception in 1925 ouek the year 1949 total expendi- 
tures on the Federal Airways System amounted to 478 million dol- `” 
lars of which nearly three-fourths was for operation and maintenance 
and the remainder was. classed aš “cost of establishment.”*° Accord- 


ing to the federal budget, expenditures for the development, installa- ` 


tion, and operation of airway facilities are estimated at 136 million 
dollars for the fiscal year 1951. As now projected, the system of elec-. 
tronic airway navigation aids under the so-called “SC-31” program is 
expected to require fifteen years for completion and will cost an esti- _ 
mated 1,113 million dollars.** P 

The problem. in connection with airport and airway aids is to 


determine the proper shares attributable to the several classes of 
` beneficiaries—government and the military, private flying, and com- 


mercial airlines.’ Then arises the question of suitable user. charges. 
To date the airlines have paid no user charges for the federal air-. 
ways facilities and other navigation aids. However, the Civil Aero- 
nautics Administration has proposed that “the initial step toward 
making the Federal Airways self-supporting begin in 1953, with a 
tax of 1.5 cents per gallon on’ high-octane aviation. gasoline. ” The 
estimated return from such a tax would be 8.5 million dollars annually. 
(Ibid., page 44.) . 

"Separation of Air Mail Pay from Subsidy,” enniintttse seat reproduced in Tourna 
of Air Law and Commerce, Summer, 1950, pp. 333-346. 

° Air-Ene Industry Investigation (testimony of D. W. Rentzel, Administrator of Civil 
Aeronautics, April 14, 1949), p. ace 

op 10 Transportation Re view (Association of American Railroads), November, 
1950, p. 10 

® Charles L. Dearing and Wilfred Owen, National Transportation Policy (Brookings 

M etordd A p. 21. 

" Burton N. Behling, op. cit., p. 43. 
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Commercial airlines ordinarily pay airport landing fees at rates de- | 


_stermined by negotiations between the municipality and the carrier.. 


Through landing fees and other revenue sources, including terminal 


building concessions, it is believed that within a comparatively few 


years the majority of the large terminal-type airports can be made 
sélf-supporting. In June last year a spokesman for the United States 
Chamber of Commerce recommended to a House subcommittee’ that 
the Federal Airport Act should be amended to exclude local and per- 
sonal flying airports and all airport buildings and land from participa- 


tion in federal aid and make it clear that federal aid funds should not 


be made available for airport ‘maintenance. The funds, he added, 
should be restricted to the federal share of costs of grading, drainage, ` 
runway construction, lighting, and radio aids to navigation at airports ` 
of interstate importance.” 

“Infant Industry and Defense Considerations. Direct air-mail sub- 
sidies and indirect airway and airport aids to air commerce have been 


N justified on the two grounds of infant industry and national defense. 


It has long been a tradition in this country to encourage the early 
growth of desired transport techniques through public aids and, sub- 
sidies. While there is feeling in some quarters that commercial air 
transportation is no longer an infant industry and has passed the stage 


, of “coddling and wet nursing,” the defense argument nevertheless - 


still weighs heavily. To appreciate this we need only refer to the Report 
of the Congressional Aviation Policy Board (1948) which statds: 

Airway facilities which give scheduled dependability to civil air lines also give tactical 
" dependability to military air forces. Airports which serve the burden of national and inter- 
national traffic also can base tactical or strategic combat squadrons. Transport fleets 
which serve commerce in peace can tie together tactic and administrative requirements. 
in war. : 
From the military viewpoint, it would seem that an industry with the 
maximum number of modern planés and trained personnel. is desired - 
as a potential reservoir to draw upon in an emergency.“ 

In view of defense considerations it may seem academic to anticipate 
a self-sustaining. system of commercial air transport in. the near 
future. Nevertheless, this should not be abandoned as a long-term 
goal. In the meantime it seems highly desirable to make a reasonable 
attempt to earmark and budget those public funds devoted to air com- 
merce on behalf of national defense. There are questions of economics 
which cannot be overlooked in the logistics of all-out modern war. As 
stated by the Secretary of Defense in his report for 1948: 


"Lynn L. Bollinger, Alan Passen, and Robert McElfresh, Terminal Airport Financing 
and Management deel University, Graduate School of Business Administration, Divi- 
sion of Research, 1946), p. 

8 Competitive ee aaoh Review, op. cit., July, 1950, p. 9 

u Air-line Industry Investigation, op. cit, . (statement by Richard Helman), p. 2124. 
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One ‘of the great jobia from which the Military Fetabiihmeni cannot A 
itself is the complex one of securing proper balance between military necessities and na- 
tional solvency. The capacity. for making ‘war is not separable from. economics any more 
than it is from diplomacy. 

. Regulation of Competition. How much: competition. is desirable’ in, 
‘commercial air transportation? Is excessive competition responsible . 
_for the postwar financial difficulties of the airlines? If competition is > 
to be controlled, what standards should guide such control? What 
effects might result from modifying or relinquishing some of the 
present controls over’ competition? What effects might result from - 
continuing or intensifying present restrictions on competition? 
- Many aifline witnesses appearing during the Senate Air-line În- 
dustry Investigation have criticized the Civil Aeronautics Board -for 
~ excessive “duplication and triplication of. routes” resulting from overly. . 
liberal- issuance of certificates of public convenience ‘and necessity.**. 


~. However, the Chairman of the Board took the. position that over- 


> of the national defense. 


‘optimism: with regard to the postwar expansion of the air transport , 

market was not solely confined to the Civil Aeronautics Board. (/bid., 

pages 55 and 60.). Had not the carriers who now complained of 

excessive competition been the very carriers who had requested and 

- received the majority of the additional routes approved by the Board 

after lengthy hearings? Suppose. the market had expanded and the - 

‘Board had been extremely conservative in approving new routes and 

' route extensions, would the Board then have-been guilty of stifling a 

dynamic industry | or encouraging monopolistic tendencies? Hindsight 

. is always’ better than foresiglit. 

“What :policy has been prescribed by the Congress with regard to `, 
regulation of competition in air transportation? The Declaration of 

- Policy in the Civil Aeronautics Act (Section 2) directs the Board to ` 

consider the matter of competition as follows: - 


(c) The promotion of adequate, economical dnd efficient service by air carriers a 
reasonable charges, without unjust discriminations, undue preferences or advantages, or 
unfair or destructive competitive practices ; (d) Competition to the extent necessary to 
assure the sound development of an air transportation system properly adapted to the needs 
of the foreign and domestic commerce of the United States, of the Postal Service and - 


Eai 


It is. clear from this. that our public policy n, favors competi- 

_ tion with the exception of unfair or destructive competitive practices. ` 
` Congress left it to the Board to determine the extent of competition 

. necessary to assure the sound development of air transportation. 

` The Air Route Pattern. ‘The present air route pattern is the result- 

of competition and the combined judgment of the Post Office Depart- 

ment and the Civil Aeronautics ‘Board. Competitive ‘bidding for air- 


3 Ibid, (testimony of Messrs. Patterson, Smith, and Rickenbacker), pp. 671, 742, and 
i oe í a A i 


` 


Pa 


` 


CHANGES.“IN NATIONAL TRANSPORTATION POLICY -525 


mail contracts produced the basic pattern of the 39, 267-mile domestic 


_ system ‘in 1938 which constituted the so-called “grandfather routes” 


inherited by the Civil Aeronautics Board from’ the Post Office De- ` 
partment. Subsequently, compétitive applications for certificates of 
public convenience and necessity awarded upon basis of the judgment 
of the Board caused the domestic routes to. expand from 39,000 miles 
to 146,000 miles and the international and overseas routes from- 
31,000 ‘miles to 210, 000 miles.® Eloquent testimony, copious briefs, - 
and a most convincing array of exhibits were showered on the Board. 


The public, represented by chambers of commerce, frequently asked ~ ` 


leave to intervene, always in favor of new routes or route extensions 
proposed. About .the only opposition came from other air carriers . 
whose motives were somewhat transparent. Statistical trends pointed 
upward. It is‘not surprising that the Civil Aeronautics-Board found its 
“sales resistance” no match for such enthusiasm. j 

Now, however, the tide has- turned; competition in air transporta- 
tion is believed by many to be excessive. But how much competition’ 
s just the right amount? How much is too much? At the present time, 
we have sixteen common carrier trunk lines, seventeen feeder lines, 
and two helicopter services operating under “permanent” or “tem- 
“porary” certificates.’ We also have a: considerable number of non: 
scheduled so-called ‘irregular air carriers” providing low-price “air 


coach” service and three certified air-freight carriers. Neither the ir- . - 


regulars nor the’air-freight carriers receive any air-mail subsidy. While 

this list is not complete, it may be said to fairly represent the amount `. 
of competition now present in the air transport system of the United 

States. Is this too much competition? Are there now too many air car- 
- riers? Would it be sound public policy to freeze the existing competi- 
tive pattern of common carriers? Should the existing domestic route 
pattern serving some six hundred cities be established as the per- 
manent inflexible sovereignty of the existing certificate-holders? Shall 
_ the future competitive pattern be static or dynamic? Shall all new- 
` comers, even when not desirous of mail subsidy, be considered ‘to. be 
undesirable “interlopers” molesting the transquility and stability. of | 
the protected oligopoly of “pioneers”? Shall the wings of commercial 
flying be clipped ‘in order to accomplish a public utility status in air 


transportation by legislative fiat in spite of the fact that air trans- `` 


‘portation lacks the economic. characteristics of typical public utility 
industries? | 
Shall Air Transport Be Regulated as a Public Utility? Today, the: 


, Russell B. Adams, “The Air Route Pattern Poin um Tesi of Air Law wi Com- 
merce, Spring, 1950, p. 127. 
" Article by Senator Edwin C. pormace, op. ct, p. 253. f ‘ U 
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public utility concept has become so broad as to practically dy clear 
definition. The term is used to cover a variety of unlike situations. 
Unfortunately, the indiscriminate use of the term public utility has led 
to the assumption that all so-called “public utilities” should be sub- 
jected to the same type of public regulation. Thus not only railroads 
but motor, water, and air carriers are- loosely called “public utilities” . 
despite vast differences between the economic characteristics of these 
transportation industries as compared with the typical characteristics 
of gas, electric power, and telephone utilities. 

The traditional purpose of public utility regulation was to protect 
the consumers from the results of the “natural monopoly” character- 
istics of railroads as well as gas, electric, and telephone utilities. Yet 
the philosophy of railroad regulation still attempts to enforce com- 
petition between railroads, whereas in the gas, electric, and telephone 
‘utilities our regulatory policy long ago abandoned ‘enforced com- 
petition in favor of closely regulated monopoly or duopoly. Still the 
‘railroads had (until 1920 at least) sufficient monopoly power to justify; 
similar. types of controls as were applied to the other monopole 
utilities. 

After 1920, federal regulation of railroads took on the somewhat 
contradictory policy of protection to existing carriers (at least in lip 
service), combined with traditional restraint of monopoly by enforce-> 
ment of competition and control of prices and services. Government 
then took on the role of entrepreneur as well as that of pean 
As is well known, railroads are today so completely regulated as to 
have lost nearly all of the prerogatives of ‘Management essential to 
competitive -private enterprise. 

In 1935, largely upon the recommendation of the railroads and 
certain government agencies, the Motor Carrier Act was passed, con- 
taining nearly all of the contradictory elements which had developed 
during the previous half century of railroad regulation. Then in 1938 | 
the Civil Aeronautics Act was passed containing control of entry and 






'. many other provisions literally copied from the Motor Carrier Act. 


It is significant that both of these laws were passed with the declared - 
: purpose of stabilizing both the motor carrier and air carrier indus- 
tries. Conditions in each of these new transport industries prior to 
federal regulation were said to be chaotic. Yet neither motor nor air 
transportation regulation was the result of the public clamor which 
demanded restrictive regulation of the railroads, Perhaps the shipping 
_ and traveling public preferred the so-called “chaos” of free competi- 
-tion as compared with the “stability of government control.” Very — 
significantly’ it was not the public but the larger and stronger of the 
existing air carriers in 1938 m asked a most obliging federal govern- | 
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‘ment to assume the same. dual role of entrepreneur and policeman | 
-= which it had been performing for the railroads since 1920. Tenpora S 


security was won by the sacrifice of future freedom. 


Yet the Congress in the Civil Aeronautics Act was unable to reach pei 
the conclusion that air transportation conformed to the ordinary con- - 


cept of a public utility. The Congress “was trying to evolve a type 
of regulation which would keep the benefits of competition. It was 
attempting to combine the best features of. the regulation of public 
utilities. and competition under the private-enterprise system.” 


As stated by former Chairman O’Connell of the Civil Aeronaùtics : 


Board: ah a ee 
There ere at least some Teasons to believe that the inevitability of the monopoly idea 


is not as present (in the air transport industry) as in some types of industries, . .. You _ 
do not have the terrific amount of fixed capital investment . . .-in the aviation business, 


which is involved in electric-light plants or other utilities, as s well as the pakoa, The 
capital investment is very small. (Ibid. » page 54.) 


dt may be added that, while it requires more capital to engage in air ; 


` transport than in motor transport, the amount in either case is minus- 
cule aš compared with that required to build a railroad or a gas plant. 
‘Actually it may be-said- that the. only way to achieve conditions ap- 


-proaching monopoly in air a is by closely restricting entry to - 


this industry. 


Public Utility Regulation versus Responsible: Free Competition. 
The largest part of the investment in an airline consists of aircraft, 


which, being of fairly standard design, are an extremely mobile form 


of capital. This facilitates both the entrance and exit of capital from __ 


- the industry in.contrast to the great immobility of railroad and utility 


plant capital. Another significant difference between tHe airlines which - 


Senator Johnson calls “quasi-utilities” (op. cit., page 257) and the: 


typical utility industries is in the ratio of fixed and variable costs. As _ 
presently operated, by far the largest proportion of, airline costs is . 
variable—a very small proportion. is fixed.: Ordinary public utilities,- ~ 


on the other hand, are faced with a large element of fixed cost. The 


desire for combination—to achieve large-scale efficiency and decreas- .. 
ing costs—plus a strong motive for discriminatory pricing, is thus logi-. — 


cal in the ordinary utilities and in the railroad business. These economic 


characteristics are not evident to any appreciable extent in the air . 


transport industry of the present day: 
- Aside from the element of monopoly control present in public utility 


`. regulation, there are also practical physical limitations which argue. 


8 Air-line Industry Investigation: op. cit., p. 53, - Joseph J. O'Connel, Chairman of the 
Civil Aeronautics Board in reply to Senator Bricker, who had said: “A public utility 


~ 
- 


generally-is considered to be more efficient if it is not competitive. . . Competition in the - 


public pay field is always inefficient if you have sufficient and adequate public jar ii ya 
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against competitive gas mains, power: lines, or streetcar lines down 
city streets. While the physical limitations: of a single airport and its — 
` approaches are undeniably limited, the limitations against additional . 
airports are more often economic than physical.’ Furthermore, the 
majority of our airports today are substantially underutilized. It is 
certain that most airports would welcome more competitive air trans- 
_ port services in place of restricted competition. Can ‘anyone think of a 
single case of a municipality | objecting to the Civil Aeronautics Board 
"certifying additional air carriers to- serve its airport or airports? As 
for the airspace, is there any medium available to domestic and world 
' commerce which’ is as limitless? Here again, economic limitations; it 
would appear, are more controlling than physical limitations. 
'  New‘electronic aids to air navigation, including the omnidirectional - 
. ranges (of which 294 are now in operation of a planned 409), will’ 
make - possible relatively unobstructed traffic between domestic air 
terminals and promise fo vastly improve the safety and dependability _ 
of air transportation. 12, The “omnirange” provides a-large number of — 
courses. Allowing a course width of 15 degrees, for ones there are 
24 flight paths to or from the range. 
' Since neither natural monopoly considerations nor physical limita- 
tions argue against relatively free’ competition in air transportation, 
. we are left with the question of which policy will yield the greatest 
fruits: public’ utility regulation’ or responsible free competition. It is 
' believed by the writer that responsible free competition is vastly su- | 
perior to irresponsible, uncontrolled competition. It is also believed 
to be superior to competition arbitrarily restricted by considerations | 
-other than those of safe conduct and financial responsibility.®° 
© Conclusion. It may be concluded that public policy toward com- 
-mercial air transportation needs re-examination especially with regard 
-to subsidy and restriction of competition. Perhaps the problem today - 
is not too much competition: but too much subsidized competition. . 
-Responsible free competition cannot succeed as long as the solvency~ 
` of all competitors is guaranteed by the government. The first step— 
-that of. separating subsidy from air-mail pay—is. -already under way. 
- Thé next step should be the recognition that air transportation is not 
_ inherently the type of industry which should be subjected to railroad 


1 Air-line -Ind ) Investigation, op. cit. (statement by D. W. Rentzel, Administrator, : 


Civil Aeronautics A tration), pp. 1944 and 1945. 
- An interesting sidelight on this is revealed by the follawing excerpts from. a telegram’ to > 
_ the Civil Aeronautics Board signed by Governor Ernest Gruening, of Alaska: “. . . air 


_ transportation is indispensable to the life and economy of Alaska, The regular certificated 
carriers have not and do not, begin to ‘take care of Alaska’s needs. ... Alaska is absolutely 

` dependent upon the service now provided by the nonscheduled and irregular ‘carriers. It - 
would be a crippling blow to our entire economy to restrict them.” (Air-line Industry 
Investigation, op. ct, p. 1197.) It may well be that the Alaskan conditions referred to 
here are unique and temporary i in some respects. 
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or public utility regulation; Can responsible, fair competition ever`be 
excessive?: Granted, opening the door to ambitious but responsible 
newcomers may constantly threaten the stability of the “pioneers”;. 
but will it not over the years improve the stability and virility of the 
air transport industry? Restraint of competition, on the other hand, 
inevitably leads to the substitution of bureaucratic controls for mana- 
gerial freedom and initiative. In the long run it may easily lead to 
the socialization of transport. Maximum competition, only restricted 
to insure fairness and responsibility, has been the key to the great 
accomplishments of the American system of private enterprise. Let us 
consider carefully before abandoning this principle in our public policy 
toward commercial air transportation: 


Ca 


DISCUSSION 


Wim H THOMPSON: The phenomenal increase in motor vehicle regis- ` 
trations and vehicle miles of travel during the past decade offers ample evi- 
dence of the rising. importance of highway transportation. This development 
has emphasized the maj or issues involved in the competition for traffic between, 
rail and motor carriers and growing public awareness of defects in promo- 
. tional and regulatory policy. Increasingly, demands are made from all quar- 
ters for remedial and constructive action; so that each facility may-perform 
the services necessary to sound economic ‘growth i in the manner best adapted 
to its individual characteristics. Involved, too,.is the problem of equitably 
dividing financial responsibility among users and beneficiaries in an expanded 
highway program estimated to cost some 4 billion donars annually nation- 
~ wide during the period 1950-60.1 - ; 

Time does not permit a full discussion of the issues raised in, Dr. Nelson’ S 
stimulating and challenging paper. Therefore, I-shall concentrate’ on one or 
‘two of his conclusions with a full knowledge that my interpretation and em~ 
phasis may be completely foreign to that intended-by the author. If it were’ 
possible to define highway investment accurately in terms of social and eco- 
nomic need, I would agree that a fairly stable criterion existed for measuring 
resource and traffic allocation between these agencies. Instead, public invest- 
ment is too often justified under vague generalities and with little regard 
to the stated objectives of transportation policy. I believe this point is given 
implied recognition by Professor Nelson in his concern over possible sup- 
-pression of sound peacetime economic highway development when and if such 
expansion means curtailment of uneconomic railway services. I do not share 
in his alarm. Too many individuals, groups, and communities have experi- 
enced the advantages of. highway transportation and have adjusted private 
and commercial lives accordingly. Rather, I fear that future policy might 
extend public investment out of all proportion to requirements under~pro- 
"grams in which political appeasement ang “public welfare” FORRA On 
loom large. - 

‘Assuming more objectivity in Sennen public highway funds and a def- 
inition of user charges as those which cover true economic costs, I accept the 
, conclusion that long-term basic trends in traffic division between rail and . 
highway carriers are fairly tenable. But herein lies the difficulty which has 
given rise to-much of the present controversy. Are user charges adequately 
covering construction and maintenance expenditures on that portion of the- 
plant devoted to motor vehicle operation charged in such a way that prices 
for the services are performing a true allocation function? Frankly, I do not. 
know the answer. Being blessed or cursed with an accounting background, . 
when I attempt to find a practical solution to this practical question, I find - 
myself i in a state of frustration. In this ‘respect, Dr. Nelson concedes that 
user payments may be higher than true costs in some states, lower in others. - 


1G. P. St. Clair, “Nation Wide Requirements of the Highway Program,” National Tax 
Association, Proceedings of the Forty-First National Conference, 1948, p. 185. 
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Either method of vehicle taxation will produce traffic and resource distortion. 
-= Until more cost accounting data is forthcoming, I cannot admit the accuracy 
of allocation studies between railroads and motor vehicles. 

As pointed out in this excellent paper, the basis of determining highway 
investment policy lies partly in the development of a cost standard which 
can be universally applied to allocate the tax burden. Economists and trans- 
portation students generally support the view that our modern highway plant 
is a multi-purpose facility yielding benefits to individuals and communities 
to a widely varying degree. Precise cost accounting between general tax- 
payers and vehicle users as yet cannot be determined on the basis of eco- 
nomic reasoning. Dr. Burton Behling expressed the difficulty thus: “When 
all is said and done there are some problems which cannot be solved by sta- 
tistical methodology. With respect to the problem presented here, which in- 
volves joint costs and responsibilities, scientific allocations are impossible; 
a striving for definitiveness which is non-existent can only give results which 
are deceptive 1 in their apparent exactness.” 

It is logically possible to view the highway function from any or all of 
„four viewpoints: (1) as a general government. function to be financed by 
general : taxation; (2) as a special government function to be financed by 
vehicle users; (3) as a public business enterprise, with vehicle user taxes, 
regarded as prices or fees paid for road use; and (4) as a combination of a 
governmental function and a public business enterprise.? Since a mixture of | 
social and individual benefits flow from highways, the relative shares in 
highway support assigned to the benefited groups necessarily depend upon 
the relative importance attached to each. Weighting these shares will tend » 
to vary considerably as between states and regions, and consequently further : 
tend to promote maldistribution in traffic and resource allocation. Even if 
general agreement were possible on a correct cost standard to be used as the 
base, it does not necessarily follow that local or national distribution of 
revenues among the various highway systems can or would be based on factors | 
which would stimulate an economic distribution of traffic. 

Whether or not we agree on the matter of public subsidy to highway car-’ 
riers, there is conclusive evidence that subsidies do exist in and among the ~ 
various classes of motor vehicles. Studies in Iowa support Dr. Nelson’s ob- 
servation that passenger cars and light trucks seem to bear heavier- user 
charges than those paid by heavy trucks. Statistics from our Highway Com- 
mission indicate a differential of approximately 2%4 mills per ton-mile costs . 
as between trucks of three to five tons and those twenty tons and over, with 
the latter class most heavily favored. On the other hand, heavy vehicles op- 
erated on primary and secondary roads feel keenly that their taxes are not 
being distributed among the highway systems on the basis of reasonable 
‘need. However, it is doubtful that a shift in the incidence of highway taxes 
from private to commercial users would alleviate the railroad difficulty. 


* Burton N. Behling, “PublHc Atds to Domestic Transportation,” S. Doc. 159, 79th Cong., 
` Ist sess. (1944), p. 252. 
3 Edward D. Allen, “Analysis of Highway Costs and Highway Taxation wie an Ap- 
plication to Story County, Iowa,” Iowa State College Bulletin, No. 15,1941. 
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As presently constituted the state-managed highway plant appears to en- 
joy a preferred position in the investment market when compared to the 
privately owned and managed railroad facility. Whether or not public sup- 
port of railway right-of-way would tend to equalize the relative competitive 
position of each agency is open to question, I have always considered this 
proposal as a step intermediate between private and government ownership, 
but perhaps the occasion demands its consideration now. As mentioned 
earlier, I am concerned over the ever increasing demands upon government 
for economic assistance, and if history teaches any lessons, it should be ap- 
parent that public aid creates more problems than are solved. As an alterna- 
tive suggestion, I would favor granting railroad management more freedom- 
on matters of right-of-way abandonment than is possible at present. Econo- 
mies -effected would benefit both railroads: and highway users. Also, this- 
proposal might indicate that our railroads, in the welter of conflicting pro- 
motional and regulatory policies, have not been regarded as the lost child. 

In war or peace, this nation can no longer afford luxuries of waste which 
may be occurring in the transportation industry. If uneconomical expenditures 
are being made, efforts must be directed to their elimination regardless of 
how one or another individual agency may fare as a result. Studies of the 
type recently completed by Dr. Nelson for the state of Washington will go 
far toward a solution of the rail-highway problem. But similar inquiries may 
be impossible to complete as defense:or war requirements direct our energies 
elsewhere. In the meantime the issues not only remain unsolved but will proba- 
bly grow in scope and intensity when we can again return to peaceful pursuits. 


Paut M. Zzts: Despite the heavy volume of business through the last 
decade, the railroads have failed to share to any considerable degree in the 
financial prosperity which most American business enterprises have en- 
joyed. Professor Williams, in his highly interesting and illuminating paper, has 
indicated a number of reasons for the situation and has suggested a variety 
of remedies designed to strengthen the position of the railroad industry in 
the future. Many of these remedies must of necessity be provided by the 
carriers themselves, but some steps can be taken by governmental authority. 
Whether these steps will in fact be taken is open to question since, as Pro- ~ 
fessor Williams has indicated, the Interstate Commerce Commission has thus 
far failed to follow a consistent policy in its regulation of the. carriers, and 
governmental promotional activities concerned with other forms of transpor- 
tation have shown no signs of diminishing. It is conceivable that within the 
next few years the type of user charges suggested by Professor Williams might 
be instituted but the prospects of this change of policy becoming effective are 
slight. It should be noted, however, that through the gasoline tax a form of 
user charge is imposed- on highway carriers although there is considerable 
argument as to whether the tax'is sufficiently heavy- as applied to trucks to 
compensate for the benefits received. It should also be noted, as Professor 
Williams points out, that government assistance to other forms of transpor- 
~ tation is responsible only to a small degree for the railroads’ financial diff- 
culties. 
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Perhaps the chief weakness in Professor Williams’ historical review of the 
events of the past few years.is the failure to give sufficient attention to the 
_ impact upon the rail carriers of the lag between rising prices and costs on the 
one hand and increased rates on’-the other. While substantial rate increases 
have been granted, such increases usually came after general price rises had 
. occurred and to some extent were insufficient to cover the extent of the 
change in the general price level. The other significant factor in the relatively 
poor financial ‘showing of the railroads during the past four or five years has 
been the sharp decline in passenger traffic and passenger revenues which was. 
not accompanied by a corresponding reduction in the cost devoted to the 
passenger service. Steps are now being taken to obtain more adequate mail 
revenues and to minimize the losses occasioned in the head-end part of the 
passenger business, but the possibly drastic changes in volume and type of 


passenger service which should be made have not in general taken place.. - 


To no small extent, the reason for this is the difficulty in obtaining regula- 
tory approval, whether state or ‘federal, for the abandonment of unprofitable 
services or for the drastic increases in rates which would be required to con- 
.__ vert certain types of passenger operations into’ self-sustaining services. 

Among the remedies for the railroads’ difficulties which Professor Williams 
suggests are the reduction of the unprofitable passenger service, the pooling 
of merchandise services, and increased rates on less-than-carload traffic—a 
type, of service in which a significant proportion of the rail plant and equip- 
ment is employed with unsatisfactory results, both as to tonnage moved and 
to revenues received. All these suggestions appear worth while and all should 
receive more attention from the carriers and the regulatory authorities than 
they have thus far obtained. 

Certain other parts of Professor Williams’ paper are open to more dispute. 
We are told that value of service considerations must remain an important 
part of rate policy and that many low-grade commodities cannot bear their 
appropriate share of the load since otherwise they would not move or their 
length of movement would be restricted. In an effort to preserve traffic 
volume, the author sanctions the use of volume and agreed rates where neces- 
sary as a means of keeping the traffic out of the hands either of private car- 
riage or of common and contract operators in the motor, water, and pipe-line 
fields. Such proposals seem likely to render the rate structure even more dis- 
criminatory than it is at the present time, and it is dubious whether they are 
desirable either from the interests of the shipping public or from the interests 
of rail carriers themselves. 

Many of the difficulties with which the rail industry is now confronted have 
arisen as the result of the éfforts of the past thirty years to maintain the 
maximum volume of traffic through whatever rate concessions appeared neces- 
sary at any given moment to obtain or retain particular increments of traffic.. 
As a result many railroad services are performed at a loss and this applies 
even in the case of some carload traffic. From every indication the next 
decade is going to represent a period of steady growth of the economy and a 
period of steady increase in traffic offered for shipment. While the relative 
share of the total traffic handled by the railroads may decline, the actual 
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volume i is likely to continue, not only at present high levels, “but toh increase. 
The railroads are seeking to obtain new motive power and new car facilities - 


: . on the assumption that they simply do not have enough to handle the load ` 


which will be placed upon them. In a full production economy, the policy - 
of endeavoring to retain every possible ounce of traffic, even if it involves 
- ratés which fail to meet the full cost of service, does not appear to be a wise. 
program for the carriers to suggest and the regulating authorities to approve. 

Such a program may have had some merit, during the depths of the de- - 
pression when the carriers had extensive unutilized facilities but it certainly 
does not seem applicable at this time. Now, if ever, would be the appropriate - 
, time, not for general rate increases, but for selective rate adjustments aimed at ~ 
placing a fairer share of the transport burden on those commodities and those 
shippers which have been obtaining a. free ride. A review of the major com- 
modities from the tonnage standpoint being handled by the railroads at _de- 
pressed rates suggests that with few exceptions substantial increases could 
- -be imposed without a serious loss of traffic. This is particularly true of com- 
modities involved in the production of iron and steel, of agricultural com 
modities generally, and of some, although not all, construction materials. he 

Undoubtedly the general raising of depressed rates would have some impact. 
upon the underlying producers. and upon the volume and direction of traffic 
- but during periods of relatively full employment and production, such as are . 
likely to prevail in the next few years, this impact would be.far less than most ` 
; people imagine. Only in exceptional cases would there be any significant shift 
in production areas or markets. Moreover, any shift to water transport which’ 
might result would likewise be of comparatively small. significance and would . 
apply only to limited areas. Some diversion of traffic to trucks would also - 
occur -but ‘because of the nature of the commodities and the relatively low 
“rates involved, the diversion would be limited for -the most part to relatively 
short-haul shipments. 

In this connection it is pertinent to point out ‘that with few exceptions ' 
water transportation constitutes a relatively unimportant competitor to the . 
railroads. The bulk carriers on.the.Great Lakes and the tankers in the coast-. 
wise service represent the most significant water services in which any great 
volume of traffic is handled. Pipe lines furnish only’a specialized form of 
competition with the railroads. The real competitor of the railroad: is the 
motor truck and it is this form of transport which has ‘made serious inroads 
in rail revenues. As Professor Williams points out, these inroads have been 
at the expense-of the ‘high-rated traffic. The trucks obtain the traffic, how- 
ever, not by virtue of their low costs but- as a result of their superior service 
- and their ability to undercut the rate structure which the rail carriers have 
tried to maintain om high-rated traffic. For all but relatively short hauls for . 
traffic of carload proportions the railroads still appear to have a distinct cost _ 
advantage over their motor competitors. Improved service and a rate struc- 
ture more closely related to cost would have the-result of retaining the high- 
grade traffic for. the railroads, although at lower rates. Unless the railroads 
take steps to eliminate their unptofitable services and to raise their depressed ` 
rates, they will not be in financial pesition to Toake the necessary. rate adjust- 
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pens òn the mene traffic which they are now losing to the. motor . 
carriers. 
Government policy in the fiers can move in iwo ETE directions in an . 
effort to preserve the railroad industry. On thé one hand, it can place increas- 
ingly severe restrictions on the railroads’ competitors, eliminate or drastically 

. reduce private carriage, and through one means or another force the traffic 
to move over the railroads. On the other hand, it can free the rail carriers of 
their obligations to maintain unprofitable services and can foster and pro- 
- mote a rate policy aimed at having each major type of traffic bear its fair 
share.of the load. The latter approach would appear preferable in the in-. 
terest of obtaining the most effective and efficient use of all kinds of trans- 
portation and in the interest of the long-range prosperity of the railroad in- 
dustry. If progress is to be made in this second direction, the time for action 
is now when the necessary dislocations which would result are at a minimum. 


“ 


- ‘Joun P. CARTER: I find myself in general agreement with Professor Berge. . 
T-agree that the main issues are those of subsidy and competition. I also feel, 
- -intuitively rather than analytically, that his conclusions that there should’ be 
more competition and that subsidies, while objectionable, cannot be avoided 
for the present are correct. The nature of the reasoning which leads both 
Professor Berge and myself to these conclusions, as well as the policy reconi- 
mendations which follow from those conclusions, may well require some ` 
elaboration, and it is to that that I shall devote this short discussion. | 

There can be various definitions of subsidy, but in the absence of outright 
gifts perhaps the most supportable definition is that a subsidy is a payment — 
in excess of the market'value of the product sold. But the transportation of 

` mail by air approaches the bilateral monopoly situation. There is one buyer, 

the post office, and. usually one seller, the carrier. Under bilateral monopoly 
conditions, the market price is usually considered to be indeterminate. In-. 
stead there ig a range, more or less wide, in which the actual price may be 
> determined by bargaining, or, in this,case, by certain statutory considerations. 
Where an air transport market is served by more than one carrier, the 
differential which the higher-rated ‘carrier receives over the lower-rated car- 
rier could at least’ be called “subsidy.” 

The Congressional policy, as stated in Sec. 2 (a) of the Civil Aeronautics 
Act of 1938, envisions an oversize air transportation system. The Act calls - 
for a system sufficiertt for the present- and future needs of the commerce, 

‘ postal service, and the national defense. Such a system must be larger than 
the present commercial and postal markets will support, so that subsidies are 
unavoidable. However, that oversize system is required largely by military 
necessity. It might be reasonable, as Professor Berge suggests, to charge the . 
national military establishment for all air ASPR over and above that sup- 
ported by thé commercial market. 

The military might then also have a voice in the utilization of that money 
and in the choice of the equipment- to be maintained with it. There is some 
evidence that present policies have not produced capacity in the right places 
for either military or ne needs. . While laymen are often poorly quali- 
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fied to evaluate military requirements, it seems clear that transports auxiliary 
to the armed forces must be four-engine intercontinental aircraft. Our policy, 
on the other hand, gives greatest support, measured as dollars per ton-mile - 
of mail transported, though not in total dollar payments, to local oe utiliz- 
ing two-engine equipment, often the obsolete DC-3. 

These local lines would also seem least warranted by amr considera- 
tions, since the local carriers and the north-south “trunk” lines have generally - 
poorer load factors than the transcontinental carriers. Present policy could 
reasonably be said to give greatest public support to those carriers who serve 
the public least. It might be better policy to give more public encouragement 
to the long-haul transcontinental services, which are more popular with the - 
shipping and traveling public, even if that be at the expense of the local 
lines. A policy of encouraging the long-haul transcontinentals would con- 
currently contribute toward what is apparently the greatest military need in 
transport aircraft: long-range large equipment. 

The total subsidy is not very large, as is indicated in Professor Berge’s 
paper. As he points out, payments for the carriage of air-mail in 1949 were 
under 120 million dollars, of which the postmaster general estimated the sub 
sidy at, perhaps 35 million. I would be inclined to agree that the amount of 
mail pay which is obviously subsidy would be no higher than that figure. 

. The question is less one of the amount of the subsidy, which is quite small 
in the context of today’s federal budget, than one of whether the community - 
is getting the best results from that outlay. 

An alternative to present policy worth investigating is that of maintaining 
that portion of air transport capacity in excess of the amount which the 
commercial market will support, on a standby basis, supported directly by the 
armed forces. Thus aircraft might be maintained on a basis of readiness for 
flight, and flight personnel could maintain their skills in an active reserve of ` 
some form. The personnel could then be employed in another full-time occu- 
pation—a useful result in today’s impending labor shortage. The determina- 
tion of the services for which such a policy would constitute an appropriate 
substitute would require considerable research, but it might well-be cheaper 
and more productive than running multiple daily schedules of DC-3s over 
routes where the government must provide 80 or 90 per cent of the revenue. 

The problem of competition is, if anything, more important than that of 
subsidy, and certainly more difficult. Professor Berge reads from Section 2 of 
the Act a policy which generally favors competition. However, Congress was 
far from consistent on that problem. Section 401 of the Act provides that a 
certificate of public convenience and necessity be granted if the carrier is fit, 
willing, and able and if the proposed transportation is required by the public — 
convenience and necessity; otherwise the application shall be denied. While 
Section 2 may be construed as favoring competition, Section 401 may be con- 
strued as instructing the Board to minimize competition. In view of the in- .~ 
consistency of Congressional instructions, it is not surprising that the Board 
_ has failed to develop a firm and consistent policy. 

In general, one might, say that the Board has been rather liberal in ex- 
tending new routes; so that there is usually more than one air route between 
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each major pair of cities; but that the Board has been somewhat niggardly in 
permitting new management to enter the industry. New routes have been 
‘granted, if permanent, to one of the “pioneer” lines, and only if temporary 
to new managers. Of the thousands of veterans who entered the air transport 
industry five years ago, all but a few are long since bankrupt. ` 

Professor Berge asks many questions on the place of competition in air 
transportation. His focus is on the question of whether air transportation 
should be treated as a public utility, which he questions because of the small 
investment Tequired in air transport, or whether public policy should be one , 
of encouraging responsible free competition. 

At any rate, it does seem odd that the Congressional policy of maintaining 
an oversize air transportation system should be implemented by a policy of 
restricting the number of firms in the industry. That these policies be con- 
gruent requires the basic economic assumption that there are economies of 
scale in the air transport industry. The evidence on this point is conflicting, 
but it does seem that, among the permanently certificated lines, there are such 
economies. At least, there seem to be fixed costs, although the costs of addi- 

~. tional ton-miles seem to be constant, implying a horizontal marginal cost 

function. It is also apparent that the average operating costs of larger certifi- 
cated carriers are less than those of small certificated carriers. However, al- 
though comparable data are not publicly available, many irregular lines 
-seem to have been able to operate successfully without any mail pay—perhaps 
because their maintenance and safety standards are lower; perhaps because 
they have been unable to afford the elaborate overhead establishment of the 
certificated lines. But there was almost certainly no evidence on the existence 
or lack of existence of economies of scale in the air transport industry in 
1938. As Professor Berge points out, the then existing airlines asked for and 
received federal protection from chaotic competition. 

Professor Berge does not define his concept of responsible free competition, 
but the notion could be filled in. Carriers could be permitted to experiment 
by freely entering the markets of their choice, while the stabilizing effect 
of the certificate could be achieved by requiring an abandonment certificate. 

‘Hearings for a certificate of abandonment could be conducted with the evi- 
dence of experience, instead of by pure conjecture as with the present pre- 
requisite certificate. Free rate experimentation could also be permitted. With 
the California and transcontinental air coach experience, other markets might 
also offer profits in the exploitation of the elasticity of demand. Firm safety 
controls, with stronger government enforcement than now, would be required 

‘ to avoid the experience which we have had with some irregulars. 

As a conclusion, in conjunction with the opening of entry into the industry, 
subsidy might be paid on a plane-mile basis, varying in accordance with the 
type of equipment, and charged to the military establishment. Thus the most 
desirable military auxiliary equipment could be obtained by setting up ap- 
propriate differentials. 

Professor Berge’s paper points in the right direction, and it is to be hoped 
that policy makers will give heed to it. 


PUBLIC UTILITIES AND NATIONAL POLICY” - 


THE INTEGRATION OF THE ELECTRIC 
s _ POWER INDUSTRY 


By Horace M. Gray 
University of Illinois. l 

Viewed retrospectively, the year 1935 was “a time for decision” in 
the development of public policy with respect to the electric power 
industry. It was one of those crucial dates when a conjuncture of 
favorable circumstances not previously existent’ nor soon to be re- 
peated created the opportunity for a great forward movement toward 
a more ‘rational organization of the industry. 

By 1935, fifteen years of intensive criticism, beginning with 
Keller report! and terminating with the National Power Survey, had 
exposed the defective organization of the electric power industry and 
delineated the essential features of an integrated power system. The. 
Gargantuan frauds and distortions perpetrated by the promoters of 
holding companies had been portrayed in detail by an- exhaustive 
public investigation.’ Public confidence in the motives, capacity, and 
integrity of private utility management was at a low ebb, and ‘there 
was an insistent demand. for corrective public action. The federal ` 
. government had launched an active public power program, involving 
hydro development, aid to state and municipal undertakings, and rural 
electrification—all of which created new and difficult problems of inte- 
gration. State regulation had demonstrated its incompetence to deal 
with the organizational problem; federal regulation did not exist, 
except for the restricted function of licensing hydroelectric projects 
on navigable streams..The potentialities of available technology and 
natural resources and the social benefits of low-cost electric power 
were fairly well understood. The British grid system, established by 
the Electricity Act of 1926, had been in successful operation for nearly 
a decade and had attracted favorable attention in this country. Thus 
the’ time seemed ripe for constructive public action to transform this 
chaotic and inefficient industry into an integrated national system 
consonant with technical potentialities, available natural eee 
and modern social needs. 

* Colonel Charles Keller, The Power Situation During the War (War Department, 1921). 
: ony 1938), Power Survey, Interim Report, Power Series No. 1 (Federal Power Commis- 


Utility Corporations, Summary Report (Federal Trade E TE especially No. 
72-A and No. 73-A, 1935. 


_ 
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In the Pennsylvania giant power survey,.a clear distinction was - 
drawn between integration (the pooling of total supply) and inter- 
connection (the disposal of surplus, according to the usage of private 
companies).* This is a basic distinction which even today spokesmen 
for private concerns fail to recognize." Within this broad concept of 
integration, the Board: visualized a common pool into which power 
from all sources (public and private; steam and hydro) would be’ 
poured and out of which current for all uses and by all types of users 
would be taken. Every producer would contribute to the total supply 
and every potential consumer would enjoy free access to the common 
pool. Production would be centralized in large-scale, interconnected 
steam plants located at or near coal mines and utilizing the coal resi- 
dues from by-products processing plants. All available hydro power 
would be developed and integrated into the general system. The func- 
tion of distribution, which lends itself to small-scale organization, 
would bé performed by local agencies—public, private, and co-opera- 
'tive—all of whom: would derive their supplies from the pool.’ 

This pioneer effort was premature and failed of fruition, but the 
basic idea survived the ensuing speculative.orgy of the late twenties 
and early thirties to reappear in subsequent national reports. In 1934 
the Mississippi Valley Committee of the Public Works Administration 
advocated a completely integrated system, for which-it affirmed that 
“the result will eventually be a single ocean of energy embracing 
every power source whether publicly or privately owned.” (Report, 
October 1, 1934, page 47.) The Committee pointed out the lack of 
integration among both private and public suppliers as follows: 

The need for-coordination and unification is emphasized by an examination of the two 
accompanying maps—one showing the fields of operation of the leading private electric 


t Giant Power (The Report of the Pennsylvania ‘Giant Power Survey Board, February, 
1925), p. vii and pp. 23-26. See also three earlier reports: the Keller Report (cited above) ; 
A Superpower System for the Region between Boston and Washington (U. S. Geological 
Survey, Professional Paper 123, 1921); the Northeastern Super-Power Committee Report 
(Herbert Hoover, Secretary of Commerce, Chairman), May, 1924. 

'* This was aptly expressed by A. A. Potter in the report of the National Recurs Com- 
mittee, Technological Trends and National Policy (June, 1937), at p. 269, where, describ- 
ing the private view of transmission, he said: “It is doubtful, however, as to whether this 
[interconnection] should be extended greatly, as interconnection has as its major objective 
emergency transfer of energy from the fringe of one power system to the fringe of another 
power system.” For a similar usage of interconnection see the testimony of Joseph J. A. 
Jessel, Chief, Transmission Section, Electrical Division, Bureau of Power, Federal Power 


Commission, before the Subcommittee of the Committee on Interstate and Foreign Com- ' 


‘ merce, House of Representatives, 80th Cong., 1st sess. (1947), on H.R. 2972 and H.R.. 
2973, pp. 653-663. Mr. Jessel, after asserting that 70 per cent (or 28,000,000 of 
40, 000, 000 kilowatts) of private utility: generating capacity is interconnected conceded 
that many of these interconnections are of limited capacity and used only for emergency 
transfers of energy. 

' Summarized from the report, especially from the “General Report” of the Director, 
pp. 13-46. The reader will- note the similarity between this proposed system and the 
scheme for rationalization of electricity supply in Great Britain, established by the Elec- 
tricity Act of 1926. ; 
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power groups and a other the plants owned and operated by municipalities, The first 
has been called a “crazy patchwork” of operating areas, but the 'second is likewise a’ mass 
of independent, unrelated, and frequently uneconomic generating units, All concerned suffer, ` 
from isolation. (Idem, page 47. J)o l 

_ The ‘Committee went. on to seconded the desirability of “the pro- ; 
gressive building of group and regional and interregional transmission . 
networks.” (Idem, page.47.) To accomplish this objective it advocated ° 
government leadership and direction, particularly i in the development ` 
of hydroelectric resources and the building of transmission lines. It 
was “contemplated that the transmission system would be operated , 
-as a common carrier after the fashion of the British grid. (Idem, page : 
. 49, E i 
A few aa later the National Resources Board elaborated the 
‘advantages of regional integration in terms of nony in the utiliza~ 
tion of capital: : 


' Experience indicates that marked ee are effected’ when eoe tranşmis- - 
_ sion lines are. built to tie all generating units and all the consumers of a wide area into one : 

circuit. Without such lines, each genérating unit and its market are isolated. The generating. -- 
-s unit must provide for a peak.load which is much higher than the average load’ The ` 
- interconnecting of many markets and- many generating units ‘makes it possible for the . 


. -peak loads in different uses to offset one another in the course ‘of 24 hours, so that the 


maximum peak load can be brought much nearer to total generating capacity than in 
_the isolated unit. The total investment required for a given standard of service is thus 
: greatly reduced by interconnection, and with the investment the necessary’ charge to con- - 
sumers is also reduced. (National Resources Board Report, December, 1934, pages 39-40.) 

The Board cited examples to prove its point. In the Keokuk-St. . 
Louis to Detroit area’ (including Chicago and Milwaukee) the total 
generating capacity of 4,585,000 kilowatts was used only 66 per cent 
‘at.maximum peak load. Assuming 15 per cent as a normal reserve, this 
situation, involved. 1,086,000 kilowatts of excess capacity, representing . 
an investment of 108 million ‘dollars of idle capital on. which con- 
sumers were required to pay a fair return. Similar situations were’ 
found in. Pennsylvania, New York, and New Jersey, where excess 
generating capacity over maximum peak loads ranged from 30 to 37 
per cent. (Idem, page 40.) Such excess: capacity, the Board pointed . 
out, was:not necessary to meet regional needs on a fully integrated 
basis but was regarded as eee for. the security of supply in non- 
integrated systems,. 

In the same year (1934), Mr. ~M. M. Samuels, a distinguished en- 
' gineer then with the Federal Power Commission, summarized the ad- 
vantages of integration as follows: = 


1. Reduction of fixed eee and resulting reduction in rates by Improvement in plant. 
factors and utilization factors and a reduction of energy losses. ` 


-1 First published in’ Electric Light. and’ Power, November, 1934, under the title, “Future 
System Planning and Station Design Rationalizéd,” and reproduced i in summary form in 
Technological Trends' and National Policy, report of the National Resources Committee, 
June, 1937, at p. 282, The above quotation is taken from the latter source. See also pp. 

- 270-278 for a trenchant: criticism by" Samuels of the inadequacies of Eaa transmission a 
systems., , i 
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nial ‘provision for emergencies, such as floods, strikes, wars, or other sudden dis- 
turbances. 

3. A more elaborate network of transmission, making power available at low rates 
where it is not now available at all or can only be made available at high cost. ~~ 

4. A better utilization of the water-power' resources of the country and saving of fuel. 

5. Decentralization of industry. ... — l 

6. Better utilization for electric transmission of the facilities owned by other utilities, 
such as railroad rights-of-way, pipe-line rights-of-way, etc. 

7. Coordination by utilities with power-houses owned by industrial establishments for 
better utilization of the power facilities by both. : 

8. Transmission over greater distances at night or other off-peak, low-load periods for 
better utilization of water power that would otherwise go to waste. ; 

9. A more rational handling of the peak problem, with the possible provision of gen- 
mesa a at peak-load locations, making it unnecessary to design the whole system for 
peak load, 


In 1935, the Power Authority of the State of New York, after a 
comprehensive investigation, presented a plan for a state-wide power 
. system predicated on the complete development of hydroelectric ca- 
pacity in the International Section of the St. Lawrence River, at 
_ Niagara Falls and at lesser sites in the state, a high voltage trans- 
~ mission system, and the full co-ordination of hydro and steam power 
into one operating system. It was contemplated that the state, through 
` the Power Authority, would assume responsibility for the construction 
of the hydro facilities and the transmission system, and that private 
utilities, cities, and co-operatives would participate in the pool both 
as suppliers and distributors.* | 
In 1935 the Federal Power Commission brought fifteen years of 
criticism to a focus in its National Power Survey. It analyzed the 
surplus and deficit areas of the United States and showed how the’ 
failure of private utilities to integrate their facilities, both intra- and 
interregionally, created and perpetuated the surplus-deficit problem 
and rendered the concept of a “national power supply” meaningless 
and unrealistic. In the Commission’s own words: 


Up to the present time there has been no official consideration of the possibilities of 
interconnection and coordination in relation to the national power supply. ... The vital 
importance of further studies of interconnection and coordination from both an engineer- 
ing and economic standpoint is clearly revealed in Sections IT and IV of this report in 
which the adequacy of present power facilities and the surpluses and deficits of depend- 
able capacity have been discussed. There it has been shown that critical shortages of 
power will exist in many districts when normal industrial activity is resumed... . In 

' view of this contingency it is of the highest public interest that thorough studies should 
be made of the possibilities of meeting this shortage in part by improving the inter- 
connection and coordination of existing power facilities. . . . Interconnection as it exists 
today in the United States is not the result of any definitely planned program. Its growth 
has been relatively haphazard, handicapped by intercompany rivalry and prejudices and 

. by artificial barriers, such as State lines, prohibitory laws and a lack of uniformity in tax 
laws in adjoining communities. There are, of course, a number of well-defined areas in 
which interconnection is relatively far advanced, ... but it would appear that in none of 
these regions are all of the benefits possible from a high degree of interconnection and 
coordination being secured. . . . Savings of millions of dollars a year could be effected 
through suitable interconnection and coordination of the Nation’s power facilities, (Na- 
tional Power Survey, Interim Report, Power Series No. 1, 1935, pages 53-55.) 


* Fourth Annual Report for the year ending December 31, 1934. Published as Legislative 
Document -No. 102 (1935). See particularly Section ITI, pp. 33-50, and Appendix 3, 
pp. 72-76. T 
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Two seivaie investigators, writing after 1935 but anaa on . 
the irrational consolidation movement of the twenties and early thir- 
ties, observed: 


The consolidations were not planned from the standpoint of reasonable public require- 


` , ments. Their object was not maximum attainable efficiency, minimum cost of coordinated 
- service, greatest realizable public good. There was no such ideal. No comprehensive survey 


was ever made of territories that could be economically brought together into a single 
operating unit. Disregard of public interest produced not only financial distortions, which 
we have recounted, but also discordant combinations of properties, overlapping facilities, 
and extensive duplications, (John Bauer and Nathaniel Gold, The Electric oe Tas: 


` try, Harper & Brothers, 1939, page 167.) 


This “discordant property integration,” Å ee “misintegration,” led to” : 
grave deficiencies in power supply and imposed on the public excessive 


and unnecessary costs: ' 


Practically nowhere in the country has there- been such consolidation of generating , 


-and transmission properties as to provide’ for systematic integration of resources within © 
- a State or’ other integrated region, at minimum cost to the public. With few exceptions, - | 


propertiés, have been cpmbined and constructed without regard to state or regional re-. 
quirements. There has been not only uneconomical location and proportionality of ea 
ing statiohs, with consequent waste and duplications, but there have been particularly 
excessive, badly located, duplicating, overlapping, -and overcostly transmission lines. They - 
were mostly planned and directed.not in the interest of the state as a whole, but for 
system advantages, according to the dictates of absentee control. The net result is poor 
economy, unnecessarily high cost of generation, haphazard interconnections, and wasteful , 
transmission. And in most states there are extensive sections. without ARENE connections - 
and with unjustifiably high cost of power, (Idem, page 171.) 


> 


Thus matters stood in 1935 when the issue came before the Con- 
gress. If ever the time was propitious for a basic reorganization of the_ 
industry, this was it. Some of those who participated in the drafting 
of the original bills—S. 1725 and H.R. 5423 (@4th Cong., Ist sess., _ 
1935 )—-were cognizant of this opportunity and sought to incorporate. 


- provisions designed’ to secure the co-ordination and integration of. 


power facilities:.Section 11—the famous death sentence—specified as 
the ultimate ideal “geographically and economically integrated” pub- 
lic utility systems. Section 30 instructed the Federal Power Commis- 
sion to conduct integration studies and to make recommendations 


“as to the type and size of geographically and economically integrated _ 


public-utility company,” the obvious purpose being to provide a basis : 
for the organization of integrated systems. Section 213 affirmed the 
purpose “of coordinating facilities’ for- the interstate transmission of 
electric energy into integrated systems.” Section 202 of Title II. im- 
posed oh every public utility company the duty “to furnish energy 
to, exchange energy with, and transmit energy,for any person upon. 


reasonable request.” Section 203 (a) empowered the Federal Power,- 


Commission to establish regional districts “for the control of the pro- 
duction and transmission of electric energy, including interchange of 
energy, interconnection of facilities, and determination of the uses to 


be made of the facilities. Á ’ Such co-ordination. would be voluntary fas 
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far as practicable,” but Section 203 (b) provided that the Commis- 
sion, after a hearing, could by order direct a public utility to make 
additions, extensions, repairs, or improvements, to establish physical 
connections with others, and to permit use of its facilities by others. 

The testimony before the Senate and House committees by spokes- 
men -for the Federal Power Commission dispels any doubt that the 
intent of these sections was to promote integration. Commissioner 
Clyde L. Seavey, referring to Section 203 of Title II, testified: 


This section furnishes the basis on which integrated regional systems of power genera- 
tion and transmission may be built. The Commission can compel connections to be made 
that will secure an adequate supply of electric energy in all sections of the country at 

- the lowest possible cost. It may direct the source from which current in each inter- 
connected system should be taken at any particular time. It also affords a means of 
ting the evils that accompany rivalries and jealousies between systems in a field 
where competition-has long been abandoned as a method of control. Present companies 
would gain strength and stability through the increased use of their facilities and the 
tion of wasteful duplication of plant and service. (House Committee on Inter- 
state and Foreign Commerce; 74th Cong., 1st sess., Hearings on H.R. 5423, Part I, p. 385, 
» .March.7, 1935.) 
~ Commissioner Seavey made it clear that, in his judgment, the ‘‘volun- 
tary” provision in Section 203 (a) did not weaken the power of the 
Commission; if voluntary action were not forthcoming the Commis- 
sion, under Section 203 (b) could order interconnection, He also 
pointed out that the effect of Section 203 would be to impose on private 
power companies the obligation to operate their transmission lines as 
common carriers, although he expressed some doubt that this obliga- 
tion would extend to the transmission of publicly-produced power. 
(Idem, page 395.) 
Dozier A. De Vane, solicitor for the Federal’ Power Commission, 
testifying before the House Committee with respect to Title II and 
particularly as to Section 203, made it clear that the purpose was to 
effectuate the reorganization into integrated systems of a sali 
divested from holding company control: 


. to our mind [Le. FPC] the most beneficial provisions in Title I are designed to 
secure integrated operating systems as the proper outgrowth of whatever holding tri 
regulation may be enacted. (Idem, page. 517.) > 


In a memorandum analyzing the constitutionality of S. 17 25, Oswald 
' Ryan, general counsel of the Federal Power Commission, in associa- 
tion with Mr. De Vane, solicitor, justified the integration provisions of 

. Title II as follows: > 


That the uncontrolled and dinesardindted generation and transmission of electricity 
results in a duplication of facilities and uneconomical operation . . . are facts. par hati 
~ established by governmental and private studies. The unanimity ‘of opinion regarding the. 
vast saving to be accomplished by the proper coordination of power facilities, and the 
need for.a centralized contro] of the coordination process furnishes a Tormidable basis 

for the exercise of congressional power provided in Title I of the present bill’ 


°’ Hearings before the Committee on Interstate ‘Commerce, U. S. Senate, rath Cong., 
Ist Sess., on S. 1725, p./800. ; 


t 


544 AMERICAN ECONOMIC ASSOCIATION 


4 


` Thus both the language of the original bills and the testimony of 
responsible witnesses confirm the view that integration under federal 
planning and direction was contemplated. But at this critical juncture 


1 


the Congress fumbled the ball and lost the game. Taking a limited © 


view of its responsibilities and of its constitutional powers, disregard- 
ing the constructive criticism of the preceding fifteen years, ignoring 
the almost unanimous counsel of informed experts, and yielding to the 
importunities and pressure of private power interests, the Congress: 
passed minimal legislation designed to effect a partial abolition of hold- 
ing companies and to establish limited federal control over interstate 
operations. The approach was negative; the objectives limited; the tech- 
nique restrictive. ‘The federal government would merely restrain the 
most egregious private abuses and correct the most flagrant departures 
from rational principles of organization. Beyond this Congress would 
not venture; the concept of an integrated power system, planned and 
directed by federal authority on a regional or national basis, was dis- 


carded in favor of fatuous reliance on private monopoly as an instru- 


ment of public policy. The Act of 1935, as it finally emerged in muti- 
lated form, made certain genuflections: toward integration, but this 


was largely pretense devoid of all substance and reality. Some of the ~ 


general language was retained but all the teeth were extracted. Neither 
- the SEC nor the FPC was given power to compel the integration of 
properties; without such power the progress of integration would be. 
dependent on the strategic interest of private monopolists.”° 

Critics were quick to point out the deficiencies of the Act of 1935. 
Writing in 1939, Bauer and Gold predicted its impending failure to 
achiéve integration: 

Whether it [the Act of 1935] will bring about Aindiannentel readjustment in the present 
electric systems is a matter of considerable doubt, depending upon the Commission, the 
companies and the courts. Important changes will doubtless be e ected, but the basic evils 
of organization and management may largely remain, because of system opposition, lack 
of clear legal powers, and obstacles of administration.* 

In a more exhaustive analysis, Dr. Gordòn C. Losee reached the 
conclusion that neither the SEC nor the FPC had power to regroup 
properties divested under Section 11, into compact regional systems.” 
Congress had simply not given the SEC or the FPC adequate powers 

1 For an excellent summary, section by section, of the modification of the original bills 
—S, 1725 and H.R. 5423—-see Hearings before a Subcommittee of the Committee on 
Interstate and Foreign Commerce, House of Representatives, 80th Cong., Ist sess., on 
H. R, 2972 and H.R. 2973 (1947), at p. 300. 

he Electric Power Industry, p. 267. In a footnote at the bottom of this same page 
ee foreshadow Bauer and Costello's 1949 book—Public Organization of Electric Power 
—by saying that, if the Act of 1935 fails, “the ultimate recourse really must be public 
ownership and operation.” 


“The Reorganization of the Electric a Industry into Regional ne (doc- 
toral dissertation, University of Ilinois, 1940). 
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to compel the integration of private utility properties; they could not. 
require one company to sell nor another to buy; they could not: re- 
quire the construction of transmission lines or the pooling of facilities; . 
no provision was made for the unification of industrial, private utility, 
and public power. Dr. Losee predicted that the Act might succeed 
- modestly in effecting financial simplification but that it would almost 
certainly fail to achieve physical integration. 

, Fifteen years have elapsed since. the passage of the Act of 1935. 
What has been the record of accomplishment? Has this record con- 
firmed these early predictions of failure? 

Prior to World War IJ private utilities made no substantial progress 
toward integration despite the urgent prodding of the Federal Power 
Commission. In 1941 and 1942 the Commission invoked its powers of 
compulsion to order emergency interconnections. Forty-five such orders 
were issued—twenty-six involving interconnections among private 
utilities, and nineteen interconnections: between private utility and 


~ public or industrial plants. By this means large blocs of. power capacity, 


which' otherwise ‘would have remained idle, were mobilized for war 
production. After the cessation of hostilities most of these emergency 
interconnections were abandoned in order to escape federal jurisdic- 
tion; as of 1947, only seven “permanent interconnections for emer- 
gency use” remained in effect.” 

In 1944, the Twentieth Century Fund ( The Power Industry and the 
Public Interest) after surveying the situation recorded the following 
Judgments: - _ ? 

The Federal Power Commission has never divided the country into regions for the 
voluntary coordination of facilities. (Page 200.) 

Maximum economies in generation and transmission have not been realized. (Page 201.) 

The law does not give the SEC adequate power to rearrange the market areas of pri- 
gale utilities, The SEC can decide what parts of a system should be pruned off but it 
cannot fully control the disposal of the rejected parts. (Page 97.) 

A good system should be predicated on the “most complete interconnection and inter- 
relation which it is practicable to bring about.” (Page 246.) 

Up to the present, the terms of interchange agreements, which in the main are devoted 
very largely to the utilization of surplus P have been left: ‘to private bargaining. 
(Page 247.) : 

The report points ae that by including generation transmission, and 
distribution in its definition of an integrated system, Congress made it 
impossible to separate these functions (page 97). The suggestion is 
advanced that production and transmission should be organized re- 
gionally, while distribution should be organized on a local basis (page 
245). Despite these admitted defects in the-law and the conceded 

S Federal Power: Act. Hearings before a Subcommittee of the Committee on Inter- 


state and Foreign Commerce, House of Representatives, 80th Cong, Ist sess, on HR, 
2993 and HR: 2973 (1947), Do. 718-720, } 
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failure òf the Act to achieve integration, the Teport refrains fromr recom- 
mending governmental compulsion:™ E g 

‘Bauer and Costello, in their 1949 study (Public Orianan of 
` Electric Power, : Harper and Brothers), go much farther. They affirm: 
categorically that the intent of the Act was “to bring about efficient . ` 
territorial grouping out of the-welter of disconnected system properties 
that were’ scattered over distant parts: of the country.” (Page 59.) 
Quoting Section 30, they interpret it as follows: ` 


Its [the SEC's]: responsibilities thus embraced’ not only dismemberment of existing 
systems in conformity with Section 11 objectives, but also reassembly into newly integrat 
areas, each combination brought together regardless of previous system controls or > 
affiliations. Its duties were not just destructive of the old nonintegrated systems, “but 
constructive ‘to assemble’ the broken-up parts into new areas-of integration, each in | 
conformity with over-all public advantage. (Page 61.): 


One may cavil at this interpretation of intent,” but their PE 
of accomplishments under the Act is sound: | i 


a reassemblies obviously contemplated under Section 30 have largely failed to mate- 
. The constructive goals presented under Section 30 have largely gone by default: 
Section 30 has been virtually a nullity in its effect on integration. |.. [This failure] coed 
has. been die to the. direct and indirect resistance on the part ‘of the holding-company 
- groups. . Section 30 presented the general goal or dut ty, but it failed -to convey to | 
_ SEC the powers -essential to. attainment. After making its investigations, findings, and 
` recommendations as to desirable new -systems of integration,.it has not had-the power , 
to issue the requisite orders to- bring about the assemblies. It could recommend, but 
not order. . . [The] SEC cannot require any system or company to take over 
asl or companies from other systems, and it cannot fix conditions of such transfers. 
ages 61-63. , 


Bauer and Costello point out thatthe negative power of the: SEC to ` 
refuse approval of private pròposals for integration of facilities has-not 
„operated to achieve positive results. It can prevent unsound private 
schemes from being consummated, but it cannot assure comprehensive 
integration in the public interest.*® It is their considered judgment . 
that’-the Act of 1935 has failed and that comprehensive integration - 
can be-attained only, through public ownership: 


MP 246, See dissenting footnote by James C. Bonbright in which- he suggests the 
desirability of “compulsory consolidation into systems found to bè economical by the 
administrative commission.” a 

3 Such intent was apparent in the original bills and was strongly defended ‘by the 
`- representatives of the Federal Power Commission, as described above. But Congress 
eliminated all positive integration provisions, while retaining some of the general language: ` 
The ‘ultimate intent of Congress should be judged by the final result, not: by certain 
residual language or by the original draft, which was rejected. oa 

"P, 63, An opposite interpretation is given by Professor E. W. Clemens in his Economics 
and Public Utilities (Appleton-Century-Crofts, 1950). At p. 531, he says: “Section 11 (b) 
represents one of the most ambitious attempts at economic planning in the history of 
American capitalism. Dr. Losee has criticized both the simplification and disintegration 
provisions as not going far enough. Whether the Commission has positive plans or not, the 
same effect has been achieved by placing the burden on utility management to work out 
its own plans for -reintegration, subject only to the Commission’s veto.power. This ~ 
represents a more rational approach to the problem than one of positive: planning, by 
which systems are integrated by brute force according. to the more or less fallible ideas. 
of human administrators.” The record of accomplishment since 1935 scarcely supports~ . 
the position of Professor Clemens. Rather, it confirms the view of Dr. Losee in .1940,. > 
Professor Bonbright i in 1944, and that ee Bauer and Costello in 1949, 
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For generation and transmission there will be little, if any, improvement. Each operat- 
ing company will retain. its own production and transmission plant, without over-all 
regional and interregional readjustments as would be advantageous; the’ potential eff- 
ciencles and economies of planned integration will not be realized. (Page 68.) 

Adequate integration will not be brought about under Section 11 of the Act. The task 
of assembling the country’s electric properties into coherent operating systems for attain- 
ment of maximum efficiencies and economies remains largely untouched, Unless genera- 
tion and transmission are organized on a comprehensive regional arid interregional basis, 
emery oo of power production’ under modern technology is extensively lost. 

age 76. 

Comprehensive integration can hardly be forced through the means of private instru- 
mentalities, despite federal and state efforts. It can be attained only through public 
displacement of the private systems, . Efficient planning in accordance with public 
needs is practically unavailable within the private systems, even as reconstituted. Each 
operating or holding company will mainly plan for itself, and will have little or no regard 
for the larger advantages of the locality or the state, While regulation can impose some 
planning features, its efforts will be resisted and will not be very successful, (Pages 76-77.) 


It is generally conceded that under the Act of 1935 substantial 
‘progress has been made on the financial front; irrational holding com- 
. pany systems have been broken up, unrelated enterprises have been 

divested, superfluous holding companies have been eliminated, financial 
structures of operating companies have been strengthened, and the 
abuses which characterized the decade of the twenties have been largely 
prevented, But even those who are most enthusiastic over its financial 
accomplishments recognize that the Act has contributed little to the 
comprehensive integration of the electric power industry.” 

That the electric power industry today is far from adequately inte- 
grated is attested by the recent reports of the National Security Re- . 
sources Board.” In evaluating the guarded and restrained criticisms 
of this Board one should observe that they come from men known to 
be friendly to private utility interests; that they are made nearly thirty 
years after the principles of integration were first formulated in this® 

-country, fifteen years after the Act of 1935, and ten years after World 
War II revealed serious deficiencies in our national power supply. 


"For example, Vernon A. Mund, in his recent Government and Business (Harper and 
Brothers, 1950), at p. 410, says the SEC has made “notable progress” in simplifying financial 
structures, but he does not even mention the integration problem. E. W. Clemens, in 
his Economics and Public Utilities (Appleton-Century-Crofts, 1950),.at p. 506, describes 

, the Act of 1935 as “a thorough-going piece of financial regulation,” but concedes that 
integration is dependent on private, voluntary action. John Bauer, in his latest book, 

` Transforming Public Utility Regulation (Harper and Brothers, 1950), at p. 305, admits 
that financial simplification has resulted in “far-reaching public benefits,” but denies that 
any substantial progress has been, or can be, made toward comprehensive integration. The 
SEC, in a recent statement before the Celler Committee (Study of Monopoly Power, 
Hearings before ‘the Subcommittee on Study of Monopoly Power of the Committee on 
the Judiciary, House of Representatives, 81st Cong., 1st sess., 1949, Serial No. 14, Part 
2B, pp. 1460-1469) emphasizes its success- in achieving financial simplification, but admits 
that it depends entirely on private initiative for the formulation and execution of plans 

_ for physical integration. The SEC, at p. 1463, says the latter practice “has proved highly 

. Satisfactory in practice,” but it supplies no evidence whatever in support of this state- 
ment. It seems perfectly clear from this Report that the SEC views its mandate as one 
of “financial simplification” rather than “physical integration.” 

“Capacity and Requirements of Electric Power Systems, May :25,. 1948; Setond Na- 

. rey o~ Power Survey, December, 1948; Third National Electric Power Survey, 
pril, 1950. | 
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In its first. report- (May 25, 1948), the Board, although same 
- that the power situation is critical i in certain areas and tight practically 
everywhere, disavows any design to engage in planning for the industry, 
and affirms its intent to rely on planning by private companies (page 3). 

After excluding industrial power, which represents approximately 20- 


‘per cent of the total, on the ground that such facilities are noninte- . 


` grated with utility systems (page 1), the Board concludes that for lack 
-of adequate interconnection “there may be shortages within sub- 
areas of a region even thoùgh the region`as a whole has an adequate 
ü power supply, and conversely there may, be surpluses in sub-areas of a 
region in which an adequate margin is indicated.” (Page 2.) The sub- 
sequent analysis of the eight power regions reveals serious: ‘deficiencies , 
in seven of them, Region VIII being the only one in which power ` 
- facilities are adequately interconnected, The Board notes the lack of - 
‘integration within..power regions and also between adjacent regions. 
Although it refrains from saying so explicitly, the implication is clear 
that we have no national or even regional power. supply system in“ 
any realistic; functional sense. . 
_. The second report (December, 1948) indicates no substantial im-- 
: provement. The Board again excludes industrial power, except thaf thé 
Ford -Motor Company is included in Region II: The same criticisms’ 
that appear in ‘the first report are repeated. ‘The- region-by-region 
‘analysis. reveals the same pattern: lack of integration both between 


i 


and within power regions. Again, Region VIII is-the only one in which A 


integration is regarded as reasonably adequate, The Board concludes, 
“in a masterpiece of understatement, that ‘ ‘power resources are not 
completely interchangeable between regions.” (Page 2.) f 
The third report (April, 1950) indicates some improvement in Rés 
gion’ IV’ (the Iowa-Missouri-Kansas pool) and in Region VII (the. 
Bonneville Power Administration ‘area), but in general the situation 
is unchanged. Surplus and deficit areas still exist in close proximity and 
subareas within: ` regions ate still isolated. Some 12,800,000 kilowatts 
of industrial power capacity remain-nonintegrated (page 6). The Board . 
_ is obviously concerned over the situation and warns against misinter- 
pretation of national capacity totals as follows: 


_ In considering national totals, it should be borne in mind that RO RES bandai 
: margins may be shown ón an over-all national basis; there may be shortages or inadequate 
margins in certain regions or in sub-areas-of a given region. This is due to the fact that, - 
“because of transmission limitations, power supply is not at present completely inter- 


`, changeable between all’ regions or within all regions. Therefore, surplus capabilities avail- 


~- able in some regions cannot be fully utilized to meet requirements in other regions or sub- 
areas where capabilities may not be adequate. (Page 11.) 


Thirty years’ experience demonstrates that under ae institu- ` 
tional arrangements neither consideranons of economic efñciency, pub- 
Aea 
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lic welfare, or national security will suffice to insure complete integra- 
tion. The three sectors of the industry—industrial power, representing 
20 per cent of the total, private utilities, représenting 60 per cent, and 
public undertakings, representing 20 per cent—differ so fundamentally 
in outlook and motivation that it is impossible to unify them by volun- 
tary action alone. If the potential advantages of integration are to be 
secured, positive governmental action on a national scale will be 
required. 

Prospective circumstances render this nouson more compelling 
than ever. Integration is an essential condition for: (1) the full de- 
velopment of a hydroelectric power by public authority as an integral 
feature of multiplé-purpose river basin planning; (2) thé conservation 
and scientifc utilization of mineral fuels; (3) the full exploitation of 
improved techniques and of new energy resources; (4) the provision of 
an adequate supply of low-cost power to meet rapidly i increasing de- 
mands; (5) maximum efficiency in the utilization of capital and labor 
~for power production; (6) the strengthening of the industrial base for 
national defense. 

In the perilous years ahead a nonintegrated electric power industry 
is a luxury which the nation can scarcely afford. 


HOW EFF ECTIVE IS STATE COMMISSION REGULATION? 


By C. Woopy THOMPSON 
State University of lowa 


Nore Speaking i in his me as a teacher of public utility economics, 
Professor Thompson presented in preliminary form the findings | 
of a comparative electric rate study. In this study average bills 
for 100, 250, and 500 kilowatts of consumption of electricity in 
Iowa were compared with-those charged in the surrounding states: 
-All comparisons were made between like population groups. With. 
but one exception, every comparison showed that cities and towns 

in Iowa paid higher average bills than were paid in any of the 
surrounding states and higher than the corresponding five-state- 
average bills. The lowest bills were generally found in Wisconsin 
and Missouri, states with public service commissions. 


_ 


i Ț 
; DISCUSSION K 


- Davm'G. TYNDALL: As I understand it, Professor Gray raises and seeks 
answers to three questions. First, is there adequate physical integration of 
the American power industry? Having answered this in the negative, he asks, 
“Why not?” Here the answer is that integration did not come about volun- | 
tarily despite the Public Utility Holding Company Act because of unwilling- 
mess of many companies to make themselves subject to federal regulatory 
jurisdiction and because of intercompany rivalries, while the Federal Power 
Commission and the Securities and Exchange Commission were not given 
sufficient power’to bring it about by coercion, Thus we are brought to the third | 
‘question, “What is to be done?” The suggested solution is to give the neces- 
sary coercive power to the FPC or to substitute public for private power. ` 

I think no one will assert that the physical integration of the American 
power industry: has reached the ultimate in perfection or that continued prog- _ 
ress toward that ever moving goal is undesirable. But there is some evidence 
' which would indicate that things are not as bad as Professor Gray would have 
` us believe and that great progress has been made toward that goal i in the last 
fifteen years. 

For his statement that there are major inadequacies 4 in the present’ struc- 
ture of our power system, Professor Gray seems able to find only one en- - 
thusiastic supporter, that redoubtable exponent of ‘public power, Dr. John , 
. Bauer. Both the Twentieth Century Fund study and the National Security _ 
Resources Board report seem only mildly concerned. On the other hand, 
Gray himself cites statements by both the SEC and FPC and: by other 
_ authorities in the field that the Process of sa i since 1935 has been ° 

reasonaply satisfactory. : 


A 


` 
7 
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To this evidence I should like to add a Statement by Leland Olds, Tadei in 
1947 when he was a member of the FPC: “Broadly speaking, the trans-. 
mission interconnections now operating include these economically and 
technically justified by load densities and in the few.instances where utilities 
are exercising their constitutional right to avoid Federal jurisdiction, the 
interconnections are in Place and.can be placed in operation without delay 
should an emergency require.” : 

We all agree that efforts should be made to bring about ‘permanent inter- 
connections in these few instances by removing the inconsistencies between 
state and federal, regulatory standards or by limiting the power of the FPC 
‘to the extent that there is unnecessary overlapping of jurisdiction; but if 
this is all that is at stake, it does not appear to’ merit Professor E s drastic 
prescriptions. . 

. I am sure. that Professor Gray will = that much more is at stake— 
that the FPC has been so busy with the trees of interconnection that they 
have lost sight altogether of the forest of integration. Integration, we are told, 

means the creation of a single regional pool of power to which many con-. ` 
tribute and from which all may draw. The existence of ‘certain advantages 
in an integrated regional power system has been elaborated quite adequately 
by Professor Gray; I assume that fio one would deny them. But surely it is .. 

the responsibility of the economist to consider costs as well as advantages. 
Professor Gray may have given careful Emenee to these costs, but 
there is no sign of it in his paper. ` 

It -should be emphasized that ‘integration aaa not be an all-or-nothing 
affair. Its advantages under certain conditions may be very great and may 
clearly outweigh the additional costs which they necessitate; but this need not 
always be the case. Each proposed integration scheme must bé studied on its 
own merits. In such calculations it is important not to overlook one very 
important category of costs; namely, administrative costs. Experience i ‘In at 
least one of the areas where integration has-been carried relatively far—the . > 
Pacific Northwest—has shown the existence of significant costs of this type. 
It may be argued that these administrative costs are largely a function of the 
existence of private power; but if public power is to be operated rationally - 
under the price system, it will be just as- necessary to compute the cost of 
power to the several consumers and to keep accurate record of the inter- 
change of power between the various units of the public power system, 
though these costs may be less than under the present mixed system. 

In conclusion, I would suggest that Professor Gray’s paper overlooks the. 
very real connection ‘between the nature of the financial structure and the 
physical efficiency of the economic system. Prior to 1935, many of the best 
brains in the private power industry were focused on profits to be derived 
from financial manipulation and on the construction of holding companies 
~ whose principal purpose was the concentration of financial power in the hands 
of a privileged few, the deception of the investing public, the siphoning off of. 


1 Hearings before a Subcommittee of the Committee on Interstate and Foreign Com- . 


merce, House of Representatives; 80th ka ist sess, on H.R. 2972 and. Ba 2973 
(1947), p. 479. - a, 


“ 
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i profits via service companies, etc. With the simplification, of the. financial 
structures there is some reason to hope that attention will be focused instead 
on taking maximum advantage of advances in technology and those measures 
of integration which will result in lower cost. We might then expect that -. 
private power-could, without pressure from‘ above, achieve the degree of. 
integration whith is most desirable. from the standpoint of the whole com- . 
munity. This may be too much to hope for. There is some evidence that 
certain private power interests have transferred ‘all the time and energy - 


. formerly.expended: on financial manipulation to fighting for higher rates and 


lobbying i in Washington; -but there is also a brighter side to the picture. The 
Northwest Power Podl originated with six private power companies, and it 
. is of interest that the chief of the FPC’s transmission section was prepared to: 
assert that in this matter of interconnection “the utilities have done a grand . 
job” and that the lack of regional transmission lines in a few areas ‘was 
‘due to excessive cost. / vf y A 
There may still be need for giving regulatory agencies more power to 
achieve integration in'those instances where integration is clearly beneficial 
and would not be. introduced without the pressure of. regulation, but the. ..- 
solution is less simple than Professor Gray indicates. 
` The case for financial simplification was clear on many “grounds, sa the 
results’ in the last fifteen years have amply justified its proponents; forced 
`: integration was and js a much more debatable question. In 1935, a wait-and- _ 
see attitude on this point was not unwarranted and it may still be too early to . 
_ judge the results of that decision. It is incumbent on us to weigh carefully 
the. effects of imposing regulation backed up by sanctions even though they 
may do a quicker job, for it is important in the interests of effective regula; « 
tion that the over-all regulatory burden should be minimized and - that, 
wherever -possible, the automatic forces of the-market. should be used rather ' 
than the all-too-lively hand of federal regulation. Whether there is public. 
C oF private ownership in the power field, we must beware of taking all initiative 
from the managers of that industry. We can only hope for an efficient industry 
‘if management: has a reasonably wide range of action in which’ to aperats; 

subject; if need be, to the veto power ofa regulatory agency. , 


Erwin E. Niih: In discussing Professor Thompson’s paper I ought, in’ 
fairness, to indicate possible bias on my part. ‘In the past I have served as 


= special attorney on rates for what is called by some “the world’s greatest 


corporation” and by others “an enveloping octopus.” I refer, of course, to 
the Bell System. In addition, I have served for a number of years as general . 
counsel for. the country’s fourth largest manufacturer of rural transformers. 
This certainly has been a vantage point from which to examine the intricacies 


- - of electrical engineering in the distribution field. 


I would like to digress for a moment to indicate a venture which. likewise A 
may color my remarks. At Marquette we have established a Public Utilities 
Institute, directed primarily to = graduate currently in the employ o! of. 


a 
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utilities and preparing for managemėnt assignments. Before this Institute 


appear the members and department heads of the Wisconsin Public Service ' 
Commission as well as the leading experts of the utilities. ! 
My first point: is that: Professor Thompson’s first conclusion—that loge S’ 


. electric rates are the highest of the group and’ Wisconsin’s the lowest—is 


certainly established. But the second conclusion—that this is due to’ the 
“absence ‘or presence, respectively, of a public service commission—I doubt. 

A variation of 5 to 16 per cent as regards rates of privately-owned companies 
in Iowa by comparison with her- neighboring states has many more ready 
explanations. Nebraska and Iowa are excluded from the average, leaving 
Missouri, Wisconsin, Illinois, and Minnesota for comparison. Three of these 
four states are, properly classified as industrial states. Iowa certainly is not 
an industrial state. As Professor Thompson points out, the questions of load. 
factor and off-peak industrial. and commercial consumption have a very 
definite bearing, particularly where such service is not priced on a marginal 
cost basis but priced much more on the value of service or competitive cost 
principle. Professor Thompson can with no more validity state that unless 


ao otherwise the commission explanation stands, than the utilities can 


say that these factors are decisive until the commission is proven to be the: 
explanation.. l 

My second point is this. I would like to see this same study made but 
excluding Wisconsin. Professor Thompson would immediately object that 
since the Wisconsin Commission is near the top in vigor and ability, this 
would be begging the question.on my part. However, I would want Wiscon- 
sin excluded only from an electrical study because of a little known but very 


`- significant fact: the tremendous development of the Wisconsin River as a 


small, private TVA. This fact has much to do with the electric rates of 
smaller Wisconsin’ towns which constitute Ene population group of primary — 


, comparison. 


F 


‘A third point. stems from padai experiences, I haye had. The condition 
of plant and its maintenance are seldom given. extensive consideration in . 
rate proceedings. In an industry where depreciation’ and maintenance’ charges 
are such a sizable portion of total costs, it is easy to see. that, even on a 
ceteris paribus assumption, considerable cost differences can lie in _ this 
factor. Differences of the order of 15 per cent cannot. be explained by this 
factor alone in most cases, it is true. However, based on real life experience, 


vat least in Wisconsin, this factor j is too often overlooked. 


As a fourth suggestion, : -I question the, cost approach. An interminable 
group of cost factors posing possible explanations for rate differences is to 
my thinking something of a red herring. Is not our real question whether the 
company is making excessive profits? Would not a study along profit lines be 
more relevant to the question of the efficacy of commission regulation? It is 
true that a study of naked profits is not apt to be very convincing in the 
case of most utilities—that the question of legitimacy of costs and efficiency 
of ‘management is more productive of dollars and cents results to the con- 


- sumer. But’ beware, Unless the more efficient management is allowed, as. 
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Mr. Justice Brandeis advised, something extra by way of profits, PE EN 
will not be effective. Ignoring this fundamental proposition is certain to lead 
_ to padding of rate increases; thé utility will ask for a rate increase of more 
- than the amount neéded, for fear it may not later be able to get a fair-allowance 
for its efforts. eA | . 

Referring again to practical experience, it is easier from the legal viewpoint ` 
to hang onto an excessive rate than to get a legitimate rate increase where a 
commission is niggardly. Utilities must be convinced of eee upwards 
in rates before they undertake flexibility downwards. 

In Wisconsin, municipally-owned electric plants are subject to Commision 
regulation. Professor Thompson’s Table 2 shows that publicly-owned elec- . 
tric-utilities in Wisconsin uniformly have lower rates for the 250 kilowatt-hour ` 
bill. The unweighted arithmetical mean average of percentages shows pri- 
vately-owned electric rates 23 per cent higher than publicly-owned. Vet I.. 
should hesitate to say what this might be taken to prove. One thinks im- 
mediately of the different tax position of the two utilities as regards both 
property tax and income tax. In Wisconsin, the Commission has determined 
that it takes $2.12 of profit before taxes at the present time to yield $1. a 
profit to stockholders, due solely to the effect of the income tax. 

I.have no quarrel with the literal statements made by Professor Thompson - 
, on the basis ‘of the reséarch, nor with the methods employed. After all, the 
claim made is “that the figures for the states having a public service com- `. 
“mission are suggestive of what a vigilant commission in Iowa might have 
accomplished.” My suggestions are rather that the influence of a number of 
factors: which Professor Thompson recognizes ought to be developed further 
statistically before we draw a conclusion. I concede that isolation of. the effect 
of the several factors is a difficult task. The only question is which of the 
many factors are the most pence in relation to this particular study. . 
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THE HOUSING: INVENTORY: ANALYTIC CON CEPT 
- AND QUANTITATIVE CHANGE — ° 


- By LEo GREBLER 
E © Columbia University 


In the seleoton of subjects for the housing sessions at this meeting 
there is a clear recognition of the fact that housing has become a 
political issue of the first‘order. There may be a great deal of argument 
whether this is good or bad. for either housing or politics. I entertain 
the hope that it will at least be good for housing economics or for a 
better understanding of market processes and situations in housing. 


se The direction and intensity of economic analysis have often been’ 


influenced by political problems. It is very questionable, for example, ` 


| whether economists would have concentrated as much as they did on 


the theory of international trade or on monopolistic output and price 
behavior if tariffs and control of monopolies had not been burning - 
political issues. The interest of professional economists in housing has `` 
long suffered from the absence of such an external stimulus.. . 

A more intensive interest of economists in housing would not only 
improve our understanding of the operation of the housing market but | 
‘might also be fruitful for.economic theory, for economic theory has 
: been concerned principally. with the analysis of flows—flows of ‘goods, 


. Services, money, and so forth. In the case of housing, there is a real — 


" question whether the economics of flows needs to be modified by greater 
emphasis on the economics of stocks. Howéver, the economics of stand- 
ing stocks or of durable goods characterized ‘by a high degree of physical 


_ immobility is as yet poorly developed. 


Agegregative economics has made increasing use of analyses involv- 
ing the concept of stocks rather than flows. Thus modern economic 
theory assigns importance to the stock of fixed capital; some analysts 
have attempted to recast economic analysis in terms of a general theory 
of exchange in assets; in the monetary field, the role of liquid balances 
—an inventory concept—has been increasingly recognized. But outside — 
of aggregative economics, tools of analysis have been fashioned pri- 


_. marily to deal with markets in which goods flow rapidly from produc- 


: tion to consumption (extinction) or with commodities with short con-. 

sumption periods.. One of the notable exceptions is the ‘automobile . ` 
market where conventional demand-supply analysis has been modified 
to take stocks and the resale market into account. 
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' Greater attention to housing aS a problem i in economic analysis may | 
help in the development of theory or theories-that fit, durable goods 


_ markets more ddequately than is now the case. The significance of such . 
an enlargement of economic analysis 1 is obvious in view of the impor- 


tance of producers’ and consumers’ durable goods i in a technologically . 
arance economy, 
. Most of the economists who. have concerned themselves with the 


eee market have done so because of their interest in capital forma- 
- tion or investment, This motivation has greatly influenced the analytical g 


apparatus used. Thus econometric and other models have been con- 


_ structed. by J. Tinbergen, J. B. D. Derksen, L. R. Klein, and H. B. 


Robinson, among others, primarily for the purpose of explaining and. g 
predicting the volunie of new construction. To explain or predict new 


construction, certain’ market ‘changes in the existing stock of housing, . 


such as che ves in vacancies or rents, have been introduced as varia- | 


bles, but they have been introduced tistially as something given rather 


than as something to be explained. As a result, few if any efforts have 
been made to construct even rough models of the entire housing market. 

I submit that a comprehensive theory of market behavior must take 
its starting point from the existing stock of housing and its utilization. 
The emphasis on the existing stock of houses is conditioned, in the 


. first place, by the quantitative relationship between additions to stock 


and existing stock, The ratio of new housing to the existing stock is.’ 
very low in the short run. This ratio ranges roughly from 0:5 to 4 


. per cent of existing dwelling units in any year and May average not 


more than 2 per cent per annum over long periods, These relationships 


hold for the aggregate of local housing markets and vary, of course, 
| from community to community. For example, new housing imits built ` 


from 1946-through 1949 in the Miami- ‘metropolitan, area equalled about 


60,per cent of the housing units standing i in 1940; the corresponding . ` 
. ratio for the’ New ‘York-Northeastern New Jersey ‘metropolitan area 


was less than 10 per cent. Production of new “housing has only ‘a one- - 
directional influence upon the quantity of the housing stock; i.e. it . 


can add to. the stock. Since the volume of demolitions in any year is 


““negligiblé, even complete stoppage of construction does not reduce the 


stock. of existing houses—in contrast to commodities with a shorter | 
consumption - ‘period. where reduction or stoppage of. output. would |: 


-usually result in’ declining stocks. The numberof nonfarm ‘dwelling 


` units lost through fire and other hazards and through demolitions. is 


. estimated at 40,000 to 50,000 a yéar.. During the past half century, . 


there was not a single year in which the number of nonfarm dwelling © 
units standing was lower. than ‘in ‘the ‘preceding year, to judge from ` 
available data. 
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The emphasis on the existing stock is also conditioned by the nature 
of the cost-price-output relationships between the standing stock and 
new construction, of which-more will be said later. 

Accordingly, my paper falls into two parts: one attempts to illus- 
trate the analytical usefulness of the concept of housing stock; the 
other presents an alfresco picture of major quantitative a in the. 
housing stock and its use during the past gerade, 

I | , 

Introduction of the housing stock as an analytical concept requires- 
first the removal of some verbal underbrush. The terms housing stock 
and housing inventory will be used interchangeably. They are defined 
as the total number of dwelling units standing at a given time. For 
more refined measurement we may wish to use floor-space area, number 
of rooms, and quality characteristics. But the dwelling unit is the unit 
traded in the market in which rights to the use of houses or parts 
thereof are exchanged through lease or purchase; i.e., the market for 
leaseholds and for fees to single-family and similar houses occupied 
by their owners. (This definition excludes the market for fees to apart- 
ment houses, which is not considered in this paper.) In the first ap- 
proximation to a theory of housing market behavior, the use of undif- 
ferentiated dwelling units is permissible on the ground that there dre 
broad economic forces which impinge upon dwelling units of different 
kinds and which affect price and quantity relationships in more or less 
parallel fashion. Refinements are unquestionably necessary. They will 
be more fruitful after a general and rough analytical framework has 
been established. 

Second, the terms stock and inventory suggest numerous analogies 
with commodity inventories. Most of them are false. The housing in- 
ventory is not carry-over held purposefully by firms to link one pro- 
duction period with the next. The housing inventory is not held prin- 
cipally by firms. A substantial proportion of it, now about 55 per cent 
of all nonfarm dwelling units, is held by households for their own 
use. In contrast to inventories in most other markets, the housing in- 
ventory cannot be adjusted downward when sales diminish. Owners 
can close their buildings and withdraw them from the market for pe- 
riods of time. This occurs in individual instances. However, the unlike- 
lihood of wholesale withdrawals from the market is illustrated by the 
recent, unsuccessful efforts of local real estate boards to cause land- 
lords to close their buildings in protest against continuance of rent 
' control. Physical removal of housing occurs principally when there is 
a new, more profitable or a public use for specific sites; i.e., is usually 
caused by factors other than those that operate in the housing market. 
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These unique characteristics of the housing inventory must be kept 
in mind if false analogies are to be avoided. Finally, a word about the 
often stated imperfections of the housing market: unstandardized com- | 
modity, inadequate knowledge of buyers and sellers, fixity of location, 
and so forth. Without trying to minimize these, I suggest that housing 
economists have perhaps been: too self-conscious about complexities 
. and market imperfections in their own field and too bland in assuming 
simplicity and perfect markets i in other fields. Fixation on imperfec- 
tions has unduly hampered the development of a more rigorous theory 
of housing market behavior. 

The following schematic presentation of behavior of a free housing 
market, based upon the concept of housing inventory, is. sketchy | 
and meant to be suggestive rather than definitive. It is a preliminary 
_ staff product of the Institute for Urban Land Use and Housing Studies 

‘at Columbia University (David Blank, Chester Rapkin, and i 
Winnick) and reflects work still in progress. 

‘My illustration deals with the market for leaseholds in muliifamily"— 
- dwellings. This market is one of at least three submarkets that need 
to be considered separately because they differ in significant aspects. 
The other submarkets are the market for fees to single-family houses 
and the market for leaseholds in single-family houses. The market for 
leaseholds in dwellings with few units, such as two- to four-family 
dwellings, is important in many localities and may require separate 
“attention. Market behavior will tend to share some of the character- 
istics of the market for leaseholds in multifamily dwellings and some 
of the characteristics of the market for leaseholds and fees in single- 
family dwellings. The submarkets may be conceived as relating to 
geographic housing market areas, however defined. 

Two analytic periods are distinguished in our presentation. `The 
first-—the standing stock period—relates to price determination ina 
market in which no new construction of multifamily dwellings occurs. 
The maximum quantity of transactions is limited by the standing 
_ Stock; i.e., the number of existing dwelling units. For analytic pur- 
poses, conversions of existing dwelling units may be considered akin 
' to new construction or conversions may be taken to offset roughly 
demolitions. Prices and quantities in the standing stock period are de- 
termined by the interaction of the owners of existing stock and all 
tenants, both “sitting” and potential tenants, on the quite realistic 
n assumption that the leases of sitting tenants come up or renegotiation 

in periodic and frequent intervals. i 
_ The second—or construction E E the process of price 

determination in a market in which new construction occurs. In this 
period, prices are determined by the interaction of owners of existing 


id 
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and builders of new stock on tug one hand and by sitting, and poenti 

- tenants on the other. 
It is comparatively easy to view a demand curve for both analytic . 

periods. The demand curve may be considered a function of multiple’ 
dwelling rents, income levels, tastes, family formation and composition, 
prices and rents of available substitutes, i.e., the single-family fee and © 
“leasehold markets, and possibly multiple dwelling rents relative to» 
prices of other consumers goods such as food. 

It is more difficult to view an independent supply curve in this: 
market. In the Standing stock period, there is no supply curve in the - 
ordinary sense; i.e., one which indicates the variation of units offered 
-to price. For the number of dwelling units a landlord or all landlords — 
will offer is not simply related to rent but to total net revenue- which, 
in turn, is dependént upon the level and’ shape of the demand curve. 
The reason for this phenomenon lies in the cost and revenue structure 
of the landlord asa firm and landlords as an industry. Strangely enough, . 
no-one to my knowledge has ever attempted to analyze landlords’ 
operating cost and revenue curves. However, there are good reasons 
for postulating that (a) there are fixed Gost? such as taxes and ini- 
. surance even if a building is closed or withdrawn from the market; 

(5) a large proportion of total costs in operating buildings is composed 

of fixed costs; i.e., they do not vary significantly with rate of occupancy 

over wide ranges of utilization of a building; (c) the marginal cost'of - 
leasing an additional unit that was vacant is low relative to both the- 
rental charged and to total cost; and (d) through rent cuts or con- | 
-cessions -for new tenants, a landlord can practice price discrimination 
over short periods, but any open or hidden rent reductions calculated 
to reduce vacancies must in the moderately long run be applied to all 
' tenants. Under these conditions, landlords will tend to set their rents 
so as to maximize the difference between total costs and total revenues. 

This maximum may be obtained without full occupancy if rent cuts '` 

for vacant: units would be so great as to reduce actual or expected net 

revenué, Landlords must await changes in market conditions, i.e., a 

shift in the demand curve, before ree can increase ay without 

reducing net revenue. n 

In lieu of an independent supply curve, however, ON is a meaning- 
ful analytical tool in a curve which describes the path of adjustments 
of rent to utilization or occupancy within the existing stock of housing. 

~ Such a curve is. shown in Diagram I which describes eccupancy m 
rent at various levels of demand. ` 


nee 


. ?The fixed character of certain costs is somewhat modified but is not changed in prin-. 
ciple by the landlord’s a. to pontpone payment of real estate taxes ecape some repans 
or similar items. l 
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The x axis in this diagram is the number of dwelling units in the 
existing stock, the y axis is a rent index expressing rent changes for 
all types of dwelling units in the market for multiple-dwelling lease- 
holds. The EE curve shows the path of successive rent reactions to 
increases in demand that improve occupancy. The shape of the curve 
expresses the observation that landlords do not tend to raise rents in 
the first phase of increase in occupancy. During this phase, they are 
unable to gauge the extent and permanence of the demand shift and . 
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tend therefore to increase net revenue by improving occupancy rather 
than by raising rents. When occupancy reaches a high percentage, say 
90 to 95 per cent, landlords feel assured of the demand shift and rents 
increase steeply as the utilization of the standing stock approaches its 
limit. 

As rents rise with greater occupancy, expectations of favorable rent- 
cost relationships lead to the building of new multiple dwellings; i.e., 
an increase in the ‘standing stock. This is the new construction period. - 
The path of rent-adjustments to occupancy in the increasing stock is 
portrayed i in the second diagram, ~ 

The increase in the standing stock is represented by shifts of the 
EE curve to the right. However, in the dynamic framework in which 
this presentation is couched, demand į is also rising as new construction 
adds to the standing stock. Therefore, a continuous rise in rents during 
part of the new construction period (Rs, Rs, R4) is consistent with both ~ 
observation and theoretical considerations. How long demand will grow 
faster than the stock of dwelling units is, of course, a matter of em- 
pirical determination. As the rise in demand loses force and finally 
stops, rents cease rising (Rs) and eventually decrease (Rs). The long - 
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period nah for initiating ‘and completing new: construction, plus 
“fHadequate market observation by entrepreneurs, is fairly. sufficient ex- 
‘planation for the continuance of new construction during. this initial 
period of falling-rents. Also, rental housing construction motivated by 
long-term ‘investment considerations’ and. benefiting. from lower site, 
materials, and ‘labor ‘costs may go forward in ve face of increasing © 

f vacancies and falling rents: . l 
‘A refinement to -allow for quality differentials Soule be most. im- 
portant at- this point. For new construction is concentrated -in the - 
_ higher-rental apartments, ear! alters. the Re ae aS- well as the 
size of the’standing stock. : 
' The third diagram traces out a path of rent adjustments i in response 
to declining rupane in a period sen dominated ae the one 
stock. 
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Uncertainty of landlords about ihe extent and permanence of de- 


. clining occupancy- enters into’ rent setting, just as it influences rent 


‘setting during the first phase of increasing occupancy. The decline in 
the rate of utilization: ‘is widely held to’ be temporary ‘and no resort 
-is made-at once to rent cutting. As demand shifts farther down, rent 
-cuts must be made as decreases-in utilization ` force new Tevenue-- 


l maximization adjustments. A lower limit to rent cuts is provided, how- 


. ever, by: total operating costs, though total revenues may fall below 
total full costs for considerable periods of time. The floor to rents is © 
found in total revenue that must at least equal the increment to total’ 


- costs attributable to keeping the structure-in operation. Hence the EE 


‘curve flattens out as utilization falls drastically. When rental revenues: 
‘reach the critical- leyel of operating costs, further decreases i in utiliza- . 
tion will no longer be associated with cuts in rent. . 

So.much for the market for leaseholds’ in multiple dwellings. These 


propositions are drawn in stich manner that they can be empiri 


tested, and’ empirical materials have; in fact, been used to give them . 


” realistic content. Simila? analyses can be dudertaken for the markets - 


for fees and leaseholds in ‘single-family and similar houses, and the - 


interactions of these three principal submarkets can be expressed by © 


’ of: offering units for sale or rent, but owners of multiple dwellings have 


cross-elasticities. On the demand side, single-family fees, single-family 
leaseholds, and multifamily leaseholds are substitutes. for each other: | 
On the. supply side, owners of single-family houses have the alternative 


“ 


no such alternative.” | g 
“T cannot deal here with these other Tke and their interactions, 


` or with the problem of introducing quality differentials between dwell- 


‘ing units. But it is perhaps not amiss to-indicate that-the most signifi- 


excess of prices over production: -costs tends to be filled in, fir 


et 
~ 


-_ cant: contribution of reformulated theory in terms of standing stock 


_ lies in the atialysis of cost-price-output relationships. ~ 


~ -On the upgrade, when the demand for housing. services and the rate g 


of utilization of the existing stock increase, prices are determined by. | 
the bidding for space units in-the fixed stock. The bidding results in 
upward revaluation of the stock, which is magnified by expectations. 
“Revaluation is facilitated by the fact that the housing stock is heldin © 
small units by numerous home owners and income-property owners, 
and that these small units are subject to frequent turnover. When re- 
valuation ‘reaches: the point where prices of existing -housing. exceed , 
production, costs of comparable housing; new construction occurs. 







pisces caine the ‘sale of TE apartments on a co-operitive or similar F 
practice applies to only a small Propor oi of multiple dwellings in the higher r 
and yond to flourish ai pone of rising or ha incomes and limite 
ers’ choice 
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builders’ profits and,’ in due course, ‘by rising factor costs (1946-47). : 
- On ‘the. downgrade, when the, rate of- utilization shrinks, prices are . - 
` determined by bidding for buyers and ‘the circumstances surrounding 
nécessitous sellers. Here again bidding for buyers results in‘'downward — 
_ revaluation of the existing stock, which. is magnified by expectations. 
' Rental revenues of landlords tend to approach operating costs plus real 
estate tax and insurance, with no return on invested capital. Prices for 
the’ existing housing stock’ ‘fall ea aah abetortae below the level of re- 
production cost (1932-34). No new construction is undertaken, of 
course, without expectation that capital charges will be met. Under | 
these circumstances, additions to stock’are limited to special cases and i 
- to custom-built structures. 
Thus it appears that under ere of both increasing and de- 
creasing rates- of utilization of the housing inventory, prices of the © 
housing stock are’ the most direct strategic factor in determining . . 
_ whether there are any additions to stock, as well as the quantities and 
`“ prices of these additions. 

In this analytical, framework,. the initiation and expansion of new. ` 

construction in periods of high . and rising costs present no puzzle; 
and the failure of construction activity to respond to declines in con- 
struction costs is no anomaly.: There is also.an implication in respect'to `. 
the widespread expectations that reductions in the first (production) 
cost of housing may “solve the housing problem.” If, through techno- ' 
logical progress, new houses could be injected at prices below those 
paid. for existing houses, the resale market would tend to eliminate 
the difference ‘in the. process revaluation, on the basis that like. - 
products command like prices. A large sustained volume ‘of lower- ` 
priced houses would be required to force an’adjustment of resale vee: 
to the new, lower EVEL ONE construction costs.. 


II 


My second task—to A recent changes in the housing inventory 
and its use—is made complicated by the fact that the complete results 
‘of the 1950 housing census are yet unknown, and I am naturally re-. 
luctant to produce estimates subject to repudiation by census data that 
will soon be forthcoming. | However, sample census surveys of recent~ 
years give some ough indications of what the more complete census” 
enumerations will’ show. ‘My observations will be limited to. nonfarm - 
housing and to major segments, such as. owner-occupied and tenant- ; 
* Ernest M. Fisher, in his forthcoming Urban Real Estate M arkets and Their Financing l 
Needs, and Arthur F. Burns, in “Long Cycles in Residential. Construction” (Mitchell 
Essays), conie as close to an analysis along these lines'as any, writers. 
7 4Ramsay Wood has called. attention to this aspect’ of market behavior. Cf. “Housing 


Needs and the Housing Market,” in Housing, Social Security, dnd Public woe (Postwar 
Economic Studies of the pea Reserve Board, No. 6, June, 1946).. 


`~ 
r 


1 
wt 


564 AMERICAN. ECONOMIC ASSOCIATION 


occupied. They do not necessarily hold for individual communities. 


They will in some cases indicate only the direction of change without 
quantification—both to spare you the absorption of figures and to 


spare me embarrassment from the threatening. census data. Briefly, 
the, major changes in the housing inventory and its use have been as 
follows. 

1. The nonfarm housing inventory increased from less than 30 mil- 
lion dwelling units in 1940 to about 39 million units in 1950, or by | 
9 million units. This is by far the greatest increase in number for any 
decade on record, in spite of the fact that the output of new housing 
was restricted by war regulations during about half thedecade. The 
tatio of additions to existing stock, however, was lower for the decade 


- as a whole than during the twenties. New permanent construction as. 


reported by BLS accounted for about 6 million dwelling units, or two- 
thirds of the increase in the housing inventory. About one-third of the 
additions -to stock was apparently made up of temporary housing, cog- 


versions, make-shift accommodations, new permanent units not re--— 


ported in estimates of new building, and reclassification of farm to 
nonfatm housing. : 

In spite of the volume of publicly ‘financed housing in’ the defense 
and war period, not more than approximately 10 per cent of the newly 
constructed units during the decade were publicly financed, inclusive 
of temporary housing. 

2. The proportion of doubled-up normal families, i.e., of doubled-up 
married couples, increased sharply in the first few years after the war. 
This proportion, however, was lower in early, 1950 than in 1940 and 
not larger than in 1930° when incomes were still high and housing 


„vacancies ample. If the 1930 and 1940 ratios are any guide to more 
“normal” proportions of doubled-up married couples, we have within 


five postwar years practically eliminated the most obnoxious manifesta- 
tion of what is generally referred to as the postwar “housing shortage.” 
By the same token, undoubling can no longer be considered a prime 


. source of future effective housing demand. 


In addition to normal families that are doubled-up, there are “parent- 
child” groups living in other households. They comprise cases in which 
the other parent is deceased, divorced, or absent. In the majority of 
these cases, doubling-up is probably dictated by noneconomic reasons. 

3: The past decade witnessed a shift fróm a.comfortable vacancy 
resetve in 1940 to practically full utilization of the housing inventory 
in the immediate postwar years, at. least in the urban centers and for 
habitable dwelling units suitable for year-round occupancy. There has 
unquestionably been some loosening-up compared to 1946 or 1947, 


* Population Reports (Bureau of the Census, Series P-20, No. 31, September 27, 1950), 
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which will be reflected in the vacancy ratios shown by the 1950 Census. 
Vacancies have made their appearance in recently built rental projects, 


_ and houses are held vacant because of asking prices that demanders 
. are not willing to pay. These were unheard-of phenomena only three 


years ago. I cannot predict the vacancy ratios which the censùs will 
reveal. I suspect the national gross vacancy ratio may be higher than 
in 1940 because of a vast increase of houses for seasonal occupancy, 
which the census lists as vacant. The net vacancy ratio, i.e., the propor- 
tion of vacant dwelling units for rent or sale, is likely to be much lower 
than in 1940. 

The forces behind the decline in vacancies have often been described: 
the high rate of family formation, particularly among servicemen and 
veterans; internal’ migration; full employment during most of the 
decade; high incomes; large holdings of liquid assets by consumers; 
and rent control. I shall limit myself to a phenomenon related to the 
utilization of the housing inventory, and that is the intensity of occu- 


“pancy, which is covered in the next two points. i 


4, The average number of persons per dwelling unit has declined - 
since 1940. In 1947, according to a sample survey by the Bureau of 
the Census, the. median number of persons per occupied dwelling unit 
in urban areas was 3.08 as against 3.16 in 1940; and in rural nonfarm 
areas, 3.16 as against 3.21 in 1940." Likewise, the proportion of occu- 


' pied dwelling units with more than 1.5 persons per room, which is 


generally taken to denote overcrowding, has been reduced, and the pro- 
portion of occupied units with less.than one-half person per room has 
increased. Thus, during this past decade of tremendous pressure on 
housing space, there has in fact been some spreading-out of the popu- 
lation in terms of number of persons per dwelling unit and per room. 

Superficially, it seems difficult to reconcile a generally less intensive 
use of housing space in 1947 with the increase in doubling-up of families 
from 1940 to 1947. The apparent paradox is explained by the high 
marriage rate in intervening years, which meant that a much larger 


` proportion of persons in marriageable ages were married in 1947 than 


f 


in 1940. The number of married people increased about 10 million from 
1940 to 1947, while the number of single adults declined by 4,700,000." 
rate of occupancy per dwelling unit in spite of more doubling-up. This 
may be exemplified by taking two families in separate dwelling units, 
one with two adult children and the other with one adult child. Assume 
that two of the adult children marry and move in with one set of 
parents and that the other child goes to college. Before the marriage 
there were seven persons in two dwelling units and no doubled-up 
“Housing,” Current Population Reports (Bureau of the Census, Series P-70, No. 1). 


"Statement by Mr. A. Ross Eckler, of the Bureau of the Census, before the J oint Com- 
mittee'on Housing, January 12, 1948. 
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family. After the marriage and departure of one child to college, there 
were only. six persons in two dwelling units eens one doubled-up 
family. 

The intensity of occupancy declined not only in jendntacapied 
housing subject to rent control but also in, owner-occupied housing. 
But it is impossible without detailed 1950 census data to look behind 
the medians-and locate more precisely the segments of the housing 
inventory in which the spreading-out occurred. We do not know 
whether the decline of densities occurred principally in small or large 
units, expensive or inexpensive housing quarters, in big or small 
cities, or in areas of high or low vacancy ratios. 

5. There has been some increase in the proportion of tenant-occu- 
pied dwelling units occupied by one and two persons other than mar- 
tied couples. According to the 1947 census sample survey, the propor- 
tion of tenant units occupied .by one person increased from 9 per 
cent in 1940 to 10 per cent'in 1947. The proportion of tenant units 
occupied by two persons, related or not related, rose from about: it 
per cent in 1940 to about 30 per cent in 1947. During the same period, 
the proportion of owner-occupied houses with only one person declined. 
Since prices for such houses were uncontrolled while rents were frozen, — 
the differential between tenant-.and owner-occupied housing suggests 
some influence of rent control on the use of space. To judge from the 
sample census, however, the increase in the number and proportion ` 
of tenant units occupied by one or two persons has been smaller than 
some dramatized presentations of this phenomenon would suggest. ` l 

6. There has been considerable improvement in the quality of the 
housing inventory," both as. the result of the addition of new dwelling 

units and of repair, moderniżation, and replacement of equipment in 
existing units. The improvement occurred in tenant-occupied as well 
as owner-occupied housing, but-seems to have been greater in owner- 
occupied housing. It appears that, on the. whole, the effect of high 
incomes which tend to raise the quality of the existing stock has been 
greater than the effect of rent control which is alleged to foster poor 
maintenance and undoubtedly has done so in many cases. (In other 
cases, the possibility of obtaining upward adjustments of controlled 
rents has induced quality improvements. ) 

7. There has been a phenomenal increase in home ownership. The 
census of 1950 is likely to show that close to 20 million nonfarm 
families owned the houses they occupied as against 11,400,000 in ` 
1940, and that over 50 per cent of all nonfarm families were home ” 
owners as against 41 per cent in 1940. For the first time in our history, 
as far as we know, the owner-occupied proportion of the nonfarm 


* “Housing,” Current Population Reports (Bureau of the Census, Series P-70, No. 4). 
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housing inventory actually exceeds the tenant-occupied proportion. 
I need not describe in detail the factors which have produced the in- 
+ crease in home ownership during the past decade: high incomes, large 
‘ liquid savings, liberal government- -supported credit, and rent control, 
which caused the transfer of large numbers of existing tenant-occupied 
houses to owner-occupancy. In this recent.growth of home ownership, - 
compulsory elements have been heavily mixed with voluntary decisions. 
With increased incomes, large liquid assets in the hands of consumers, 
and the bulk of postwar construction in the form of sales housing, ? 
the proportion of home ownership would have risen sharply even in 
the absence of rent control. 

It has become fashionable to belittle the distinction between home 
ownership and rental, We are told that the distinction has become 
blurred as a result of high-percentage debt financing and the slogan 

“monthly payments just like rent”; that the home owner today really, 
does not carry the financial responsibilities and risks once ascribed to 
-home ownership; and that a new type of tenure is evolving which may 7 
be called “playing janitor for the mortgagee.” There is a modicum of 
truth in these observations, but they are perhaps unduly influenced 
_by the financing ‘of new transactions at any one time, by financing 
‘under government programs,.and by maximum rather than actual 
terms. The Surveys of Consumer Finances indicate that 55 per cent of 
the owner-occupied nonfarm. homes currently are free and clear of 
debt, about the same proportion as in 1940. Also, a fair share of 
current transactions, even before the recent credit restrictions, involved 
much more conservative debt financing than would be implied by the 
generous maximum terms under government programs. These facts 
should caution against hasty conclusions about revolutionary changes 
‘in the meaning. of home ownership. 


Ii 


The changes in the housing inventory and its use in the United 
States under conditions of rent contro] have differed somewhat from 
those that might have been expected on a priori reasoning; and they 
have differed substantially from those in European countries after ' 
World War I; which have often been used as-prototypes in predicting 
the likely effects of rent control on the use and production of housing 
‘in this country. — 

~ In spite'of rent control, the construction resources available for 
enlarging our housing inventory have been virtually fully utilized since 

_ the end of the war. It is very questionable whether investment in hous- 
ing could have been any larger in the absence of rent control, without 
creating, even greater inflationary pressures on materials and man- . 
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power. It is equally questionable’ whether substantially more rental 
housing would have been produced in the absence of rent control. 
The first few years of the residential building boom after World War I,— 
when rents were uncontrolled in most parts of the United States, were 
characterized by the same preponderance of sales housing that was ob- 
served from 1946 through 1950. In other words, factors other than 
rent control may explain the emphasis on sales housing during the 
first phase of a residential building boom. 

‘The overwhelming proportion of new postwar housing was produced 
through private decisions and with private funds rather than through . 
public action, although private decisions were influenced by federal 
mortgage insurance and guarantee schemes. Rent control did not pre- 
vent considerable population mobility, as is demonstrated by data from 
the census and the Consumer Finance. Surveys. Nor has rent control 
interfered with a substantial improvement in the quality of the hous- 
ing inventory. soy 

In spite of some uneconomic use of space undef rent control, we 
have‘Corrected a serious doubling-up situation within five years,’and 
today we have more dwelling units per 1,000 population—and prob- . 
ably a better balance between the number of dwelling units and the 
number of social families—than before the war. None of these things 
happened in any major belligerent European country after World 
War I in any comparable period of time, -and in some not even up to 
World War II. 

One of the reasons for these differences is, of course, the happy ab- 
sense of physical war destruction in this country. “Another reason 
may be the exemption from rent control of new construction—a prac- 
tice not adopted by some of the European countries. More impor- 
tant, perhaps, is the fact that most European countries after World 
War I went through severe or even hyperinflation involving a decline 
in real income. Many of the phenomena attributed to rent control in 
these countries can be attributed to severe inflation or a combination 
.of inflation and rent control. 

Ours has rather been a case of mild, creeping inflation coupled with 
an increase in real income. The gulf between controlled rents and 
occupancy costs of new dwellings has not been as wide and difficult 
to bridge as in the case of many European countries after World War I. 

Still another reason for the differences may be the propensity- for 
home ownership in’ this country, particularly during periods of high 
and rising incomes. To sum up, the effects of rent control on the 
housing inventory and its use may differ substantially, depending upon 
the economic and institutional climate in which the control operates. 


RENT CONTROL AND THE DISTRIBUTION 
OF INCOME 


By D. GALE Jornson 
University of Chicago 


In mid-1950 it appeared that rent control in the United States was 


-on its way to temporary oblivion. We were to avoid the silly nonsense ` 


of the French, who had retained rent contrdl over more than three 
decades and permitted many tenants to obtain housing of a kind for 
2 or 3 per cent of their income during recent years. The French were 
not alone in perpetuating inequities and. inefficiencies on so vast a 
scale; other European countries, including England, had controlled 
rents since World War I. But France, Italy, and certain other coun- 
tries had had such a strong shot of inflation: that controlled rents had 
not the slightest relevance to existing realities. Among the more en- 
lightening possibilities that can: occur under rent control is the fol- 
lowing statement of what could happen in England today: “If a 
house was last let in 1815, then the rent paid at the time of the Battle 
of Waterloo is the standard [ceiling] rent today.”* 

But it now appears that we may be faced with further rent controls, 
their exact nature and duration not yet certain. If true, it is certainly 
time that as economists and citizens we evaluate more carefully than 
we have the longer-run implications of rent control. If rent control 
is only a temporary phenomenon (is eight years temporary?) many of 
its Inequities and imposed inefficiencies can be ignored, or so we have 


‘believed. But if it is to be with us for as long as two decades, we. must 


consider its important implications in a more serious light. And if rent 
control is with us for two decades, can we ever rid ourselves of it? 
The vested interests of several million tenants will be so great, as- 
suming continued inflation, that political pressures for it may be ir- 
resistible, 

My assignment is to deal with the income effects m rent control. 
Some of the effects cannot be ascertained from available data and any 
of the effects can be ascertained only imperfectly. This paper started 
from a very simple proposition: If rent control has been effective in 
reducing rents, there has been a transfer of real income from landlords 
to tenants where rents have been controlled. This transfer has been 


an, indiscriminate one, made without regard to the income position, 


of individual tenants and landlords nor without much attention to the 

relative economic status of tenants and landlords as a group. It 
F. W. Paish, “The Economics of Rent Restriction,” Lloyds Bank Review, April, 1950, 

p. 4. ' ; a 
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seems to jeg an acceptable assumption that most. Pepina espe- 
cially those who advocate rent control—look with, some_favor_upon 
the transfer of income from the relatively rich to the relatively poor 
` and look with strong disfavor upon the transfer from the relatively, - 


“poor to the relatively rich. The question which I have attempted to 


answer is this: Is there any important difference in the income posi- 
tion of tenants and landlords? (The term income position is a loose ~ 
“ one,.but useful refinemént seems out of the question due to the data 
available to us.) In general, it is believed that if the median or mean ` 
incomes of the two groups are roughly. the. ‘Same and if the income © 
distributions (as measured by Lorenz curves) are not very different, 
-it can be said that the income positions are approximately the same. 
_ Before turning to the above question there are certain other cate- 

gories of income inequities that have grown out of rent control that... 
should be noted. One relates to the relative changes in. the asset and 
- income positions of various categories of holders of real property. Dur- — 
ing the last decade holders of farm real estate have made substantial. ~ 
capital gains as have holders of nonresidential nonfarm properties. 
Owners of nonrented residential property have also been permitted 
to realize much greater capital gains than owners of rent controlled 
. residential property. On the basis of equity, if housing rents were to 


- be. controlled, why not the prices of all residential property? A second . 


relates to inequities among tenants. The less mobile elements of the 

renting population who Have stayed in the same controlled units have 

fared. very well indeed. New families and families disrupted by the 

' war, both groups including many veterans, have suffered real hardships 
by ‘being forced to double-up, to rent uncontrolled units at rents higher 

= than would have otherwise existed, or to purchase housing at 'prices 
increased because of impacts of rent controls. 


~I. Income of Tenant Families - 


Tenants apparently have somewhat lower incomes than do. Ronis 
owners. At least this appears to be true from inspection of income ` 
data comparing the mean or median incomes of the two groups. In 
1945 owner families in urban areas had a median income of $3, 338 
and primary tenant families $2,782.? In 1946 the medians were $3,416 | 
and. $2,909.° ‘These estimates exclude secondary families and individ- 

_ uals not in families. In 1946 individuals not in families constituted ` 


"30 per cent.of the total number of tenant units, while individuals not __ 


in families were roughly 8 per. cent of all owners, The median income: 


“3 Bureau of the Census, Series P-60, No. 2, Table 9. Owner families refer to families ` 
living in the dwelling they own and not to indioa alone. 4 . 
* Ibid., No. 3, Table 6. : - 
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“of individuals not in families, due in general to their youth or relative i 


old age, is much below that of primary families.In 1946 the median 
income of tenants who ‘were individuals not in families was $1,310 


‘and for owners in the same status the median was $830. 8 If all owners, 


and all renter incomes are ‘compared for: 1945 in urban areas the 
medians were $3, 165 and $2, 476. 


\ 


Surveys covering 1947 and’ 1948 incomes of oman and tenant . 


nonfarm families (defined to include single-member families) by the 
Federal Reserve Board indicate roughly the same differences.‘ 


‘Available data indicate that tenant families tend to be younger 
than owner families. However, the relative youth of tenant families 


is offset by the high proportion of older families in the owner group. 
Rough calculations indicate that the age distributions of heads of 


tenant and owner families would generate about the same level of 


income. Thus it appears that median income of tenant families after 
adjustment for age differences has been about 15 per cent below that 
“of owner families in recent years: or, put another way, about 8 per 
_ cent below the national median for all families. * 
' However, our interest is in the relative income status of tenants 
and landlords. The United States does not have a landlord class— 
any important segment of its population dependent largely upon in- 
come from real property. Thus it is not possible to find any significant 
number of persons or families whose principal source of income is 
from real property. The income distribution of such a group would 
be pertinent in the present instance, but apparently it would. include 
a rather small fraction of total rental income, 


In what follows we have tried to determine one of two things: Is ` 


. rental income divided among the various income ‘groups in roughly 
the same way as total income? (2) Does rental income go to and do 
rent payments come from each of the income groups in roughly equal 
proportions? These two arè not equivalent; Rent paid by tenants in 
the lower-income groups is generally a larger proportion of income 


received than is true in the higher-income groups. Estimates for 1948 . 


indicate that nonfarm rent paying families with incomes less than 
$2,000 received 10 per cent of the total income received by all renters 
and paid 17 per cent of the rent. The families with incomes over 


$5,000 received 36 per cent of the income and paid 26 per cent of the - 
rent.” Thus if the second proposition is. supported by the evidence, ° 


it implies that rent receipts are relatively more important in low-income 


groups than -in high. If the first-were supported, it could imply that - 
persons’ having rental income from housing had an income distribution .. 


™ 


4 Federal Reserve Bulletin, Sept., 1949, p. 1040. 
* Federal Reserve Bulletin, September, 1949, p. 1050. , 


yo 
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similar to the economy as a whole. This implication is valid (if anyone: 
receiving any rent is called.a landlord) only if about equal. propor- 
tions of the members of every income group are landlords. 


IL. Incomes of Landlords 


We. kon relatively little about the owners of tenant-occupied non- 
farm residential property. So far as I know, there is not even a reason- 
ably accurate estimate of their number. An estimate from the 1950 
Survey of Consumer Finances indicates that about 9 per cent of all 


= families had income from rent other than roomers and boarders in 


1949.8 But some of these received all or part of their rent from non- 
residential property. Yntema has estimated for 1944 that only a little ` 
more than half of the individual income from rents is from residential 


- property, about a sixth from farms, and: about a third from other, 


- presumably- commercial, property? The same source indicates: that 
about 77 per cent of all residential rents accrue to individuals. How. 
ever, this proportion probably varies a great deal from area to area, ~ 
with corporate holdings being a much larger. ‘proportion of the total 


‘in Manhattan or the North Shore than in Peoria.. 


In the data presented here it has not been possible to, separate resi- 
> dential from nonresidential rents. Where the data refer, to urban areas, 
it seems reasonable to assume that farm rents are unimportant. Of 


, necessity it has been assumed that residential and nonresidential in- 


‘comes are distributed in a similar way, though I would hazard the ' 
guess that nonresidential rents’ accrue in greater’ proportions to the . 
higher-income groups than is the case of residential rents., Data on 
the distribution of spending units owning real estate other than homes 
for early 1949 seem to bear this out. Of the spending units owning 
such real estate about one-quarter in the $7,500-or-over income group _ 
owned commercial or rental property, while for all income ‘groups 
only one-eighth held. such property. However, there were no data on 
the proportion of this property that was rented. 8 In Tables 1 through 
5 the sources indicated that rental incomes exclude income from 
roomers and boarders. The original source for Table 6 does not re- 
veal how’ income from roomers and boarders was classified. In some 
cases, adjustments have been made to include an estimate of residen-, 
. tial rent paid to corporations and received by individuals as dividends . 
or interest: This has been distributed in the same way’as interest 
and dividends ‘were distributed by all corporations and as estimated 
in the particular ‘study in question. , 

' Ibid., August, 1950, p. 958. | . | 

1 Dwight B. Yntema, “Rents in the United States, 1929-44,” Survey of Current Business, 


March, 1946, p. 19. 
81949 Survey of Consumer Finances,” Federal Reserve Bulletin, October, ie p. 1190, 
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A national study of rural nonfarm families’ incomes in 1941 indi- 
cates that 13 per cent of the families in the lowest money income 
group ($0-$499) had an average rental income of $115, while in the 
next lowest group ($500- -$999) 15 per cent of the families had an 
average rental income of $200.. In the lowest money income class, 
which contained 24 per`cent of the sample, over 5 per cent of the 
money income was income from rent. This percentage was not exceeded 
except in the highest income group (over $3,000) which included 
5 per cent of the sample. In this group less than 8 per cent of the | 
money income was from rent. (See Table 1.) 


TABLE 1 


RENTAL Income BY Income CLASS, WITH PERCENTAGE OF FAMILIES WITH ean 
INCOME, RENTAL INCOME PER FAMILY AND PERCENTAGE OF INCOME IN EACH 
Income CLASS FROM RENTAL INCOME, RURAL NonrarM FAMILIES, 

UNITED STATES, 1941 


Per- Per- ~ Income from Rent 
Money centage ` Average , centage Average as Percentage of 
Income Distribu- Money with Rental* —+——__-___-__- 
Class tion of Income Rental Income Money Total 
Families Income Income Income 
0- 499 24 $ 291 13 $ 15 5:2 3.2 
500- 999 24 7440 B5 30 ~“ 4.1 3.1 
1,000~1,499 22 1,238 13 32 2.6 2.2 
1,500-1,999 12 1,703 15 44 2.6 2.3 
2,000-2,999 12 2,363 16 35 1.5 1.3 
3, 000-4 9994 5 3,685 23 289 7.8 7.3 
Total or Average 100 $1,311 15 $483 3.3 2.8 


* Based on all families in income class. 
f Includes a few families with incomes of $5,000 or over, not shown separately; 
mies ee Family a and Saving in Marne (USDA Misc, Pub. No. 520), 
es 


The 1935-36 Consumer Purciases Study collected data on money 
income by sources. Some of the published data have been tabulated 
and brought together in Table 2. These data indicate that in the 
lowest-income groups rent income was a more important source of 


` income than in the middle-income groups and usually more important 


than in the highest-income groups. In the North Central small cities 
no income group received a ldrger proportion of its income from rent 
than did the lowest-income group. The same was true of Pacific small 
cities. Among Chicago white families only the $1,000 to $1,249 in- 
come group received more proportionately from rent than the lowest two 
income groups. It should be noted that thé mean income was $1,892. In 
New England small cities (not shown in the table) the lowest income 
group ($0-$249) included only 4 out of 1,000 families, none receiving 


~~ 


7 # 


z No? 
ž 
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“any nel income, but rent was a more important source of i income in. 


_ 


the $250-$499 income-group than i in any other income group.’ 


In thé plains and mountain small cities the general pattern in the. - 
other areas discussed was repeated. In the lowest-income range about’. 


13 per cent of the income came from rent, while in the second lowest 
group ($250-$499) more than 7 per cent did. In the highest income 
- group ($4,000 or over) slightly more than 6 per cent of the income - 


. was derived from rent. In the next to the highest group 3 per cent _ 


Was SO earned, ay 


TABLE 2°: 
RENT INCOME AS A PER CENT OF MONEY AND TOTAL INCOME NORTH Conan. 
SMALL Crrres, Pacrerc SMALL Crrres anp Curcaco, 1935-36 


i 








TACoime Class Average* l Average Rent as Per Cent of 
and city l Net Rent Money Income Total Income ` 
North Central Small Cities} | a 7 ~ 
$ O 29 >o’ $ 21 - 15.7 “11.9 

250- 499 19 5.8 4.8 
500- 749 ` 14 2.4 2.2 
750- 999 - 18 "22 24 
1, 000-1, 249 21 2:0 1.9 
1,250-1,499 21 t.6 1.5 
1,500-1,749 35 2.3 2.2 

1, 1,999 35 2.0 ha? 

2,000-2,249 34 E Er 1.6.. 

2,250-2,499 ` 44 2.0 1.9 . 

Zs 2,999 54 2-1 ó 2.0 . 
3,000-3,499 | 36 , 1:2 1.1 
3,500-3,999 62 - » ‘158 1.7 
4,000 or over 266 292. 4.9 
All families i 7$ 35 2.4 2.2 

Pacific Small Citiest l i 

$ O- 29. . $8 2 6.7 5.1 
250- 499 © Ail 3.4 2.8 
500- 749 16 ' 2.8 2.6 
750- 999 28 3.4 | 3.2 
1,000-1,249 7 .6 6 
1,250-1,499 13 1.0 1.0 
1,500-1,749 17 1.1 1.1 

1,750-1,999 28 1.6 1:5; 
2,000-2,249 30 1.5 1.4 
2- 250-2,499 32 1.4 14 
2,500-2,999 41 1.6 1.5 
“ 3,000-3,499 41 1.4 > 41.3 
3,500-3,999 > -> 48 1.4 - 1.3 
4; 09 or ouer 201 | 3.8 3.6 
` All families | : $ 31 7 1.7 





.* Consumer Purchases Study, Family Income and Expenditure, Middle Atlantic; North 
Central and New England Regions, Part One, Family Income, “Urban and Village Series” 


. (USDA Misc. Pub. No, 370), p. 362. 


“ Consumer Purchases Suey Family Income we | Bapenditures, Hae and Mountain 


- - 


= 4 
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1 


% 
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TABLE 2— (continued) | 





Money Income Class Average* Average Rent as Per Cént 
and City Net Rent , nea Moa z 
Chicagot o i a 
' Under $ 250 $ 2. . 2.0 
$ 250- 499 14 - 3.7 
500- 799 10 1.6 
750- 999 9 1.0 
1,000-1,249 6 5.4 
1,250-1,499 10 sf 
1,500-1,749 11 i 
1,750-1,999 ` 8 4 

2,000-2,249 12 6 
2,250-2,499 11 5 
2, 2,999 22 8 
3,000-3,499 , 31 g 1.0 
3,500-3,999 37 1.0 
4, 499 34 8 
4 ,999 66 1.4 

a 5 ,000-7 ,499 55 1.0’ - 
B j ; 73 , : - 9 
{10,000 or over | 121 “49 
All families $ 14 8 


*-Based on all families, whether or not they received income from rent. 

j White, nonrelief families that include a husband and wife, both native born. 
- Source: Consumer Purchase Study, Family Income and Expenditures, Middle At- 
lantic and North Central and New. England Region. Part I, “Urban and Village Series 
(USDA. Misc. Pub. No. 370), p. 248; Family Incomes and "Expenditures, Pacific Region, 
Part I, “Urban and Village Series” (USDA, Misc. Pub. No. 339), p. 214, and Fans 
Income in Chicago 1935-36, Study of onecie Purchases, “Urban Series”? (BLS 
Bulletin No. 642), Vol. I, pp. 72 and 149. 


As was the case of New England small cities, it is necessary ‘to 
estimate average total incomes within each income class in the South- 
east small cities as these data. are not given in the source. For both 
whites and N egroes the situation seems to be somewhat different than’ 
in the other regions noted above. In the highest white income class 
rent probably.constituted about 7 per cent of the total income, while 
in the next two highest groups ($3,000-$3,499 and $3,500- $3 999). 
about 3 per cent.’ Rent was not an important source of income at . 
any income level below the median. Negro families had very little in- 
come from rent—about $3,200 in total for 798 families. Of this $150 
was received by one of the two families with over $3,000 income in- | 
cluded in the sample. Almost half.of the rental income was received 
. in $1,000-$1,499 income group. (Median i income was‘a little less than 


$500.) | 





`. “Region, Part One, Family Income, “Urban and Village Series” (USDA Misc. Pub. No. 


345) p. 170. : 
4 Consumer Purchases Study, Family Income and Expenditure, Southeast Region, Part 


- One, Family Income, “Urban and Village. Series” (USDA, Misc. Pub. No. 375), Pe 211. 
22 Tbid., p. 288-289. 
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The data for New York City for 1935-36 are not very revealing. 
Less than half as large a proportion of the families received any rent. 
from property. as in Chicago, which is probably indicative of the ` 
greater importance of corporate-owned rental’ property. For native 
' white complete families in the native area, rent .was most important 
as a source of income in the next to the lowest income group ($250- 

$499) ‘and generally more important in the four lowest groups than 
, | Tasre 3 F 


| CUMULATIVE DISTRIBUTIONS OF TOTAL Income, Income FROM RENTS 
AND DIVIDENDS. WISCONSIN, 1936 ; 





SS ae me eS ne a a pe E ee ee te 


Net Rents 


t 





Incore Group ` a E a Nee Adjusted G a 
: © 0 % 
$ 1- 2,000 91.99 69.87 63.69 52.56 15.91, 
2,000- 2,999 97.09 81.43 77.08 64.26 22.06 >x 
3,000- 3,999 :. 98.40 85,71- 82.86 69.71 26.45 
4,000- 4,999 98.93 87:97 86.22 73.13 30.04 
5,000- 5,999. © 99.22 89.49 88.55 75.64 33.15 
6,000- 7,999 99.52 91.45 91.57 79.14 38.23 - 
8,000- 9,999 99.67 92.69 93.54 81.54 | 42.04 
10, 000-14,999 99.83 - 94,58 96.19 85.58 ' 50.68 
15,000-19,999 99.89 95.63 . 97.36 87.83 - 56.49 
20,000-24,999 ‘99.92 96.28 | 97.71. 89.01 , 60.39 
“25000-49999 99.97 97.89 99.05 93.33 74.50 
50, 000-99 999. 99.98 98.85 99.41 ` 96.21 85.67 
100; 000 andover 99.99 100.00 100.00. 100.00 100.00 





` 


\ Source: Analysis of Wisconsin I ncome (N. B.E.R Je 


in any higher group.’® Rent income was of little E to Negro ' 
families in New York. Only 14 of 710 families received any rent and 
‘the total was about $2,000.% ` 
The Wisconsin income tax returns for 1936 and their subsequent 
analysis and extension to include all income receivers in the'state by. 
the National Bureau of Economic Research provide data useful for 
present purposes. In Table 3, the cumulative distribution of net rents 
is compared with the distribution of total money income. In addition, 
-an attempt has been made to distribute: to individuals the rents’ re- 
ceived on corporate-owned ‘residential properties. se 
Considering only the rents received directly by individuals, about — 
64 per cent of the total net rents were received by persons in the 
group with incomes under $2,000. This group received 70 per. cent 
of the total income. The income groups: with less than $5,000 income 
- received 88 per cent. of total income and 86 per cent of net rents. 


Study of Consumer Purchases, Family. Income and rarest in ‘New York City, 
a (Bureau of Labor Statistic Bulletin No. 643), Vol. I iP: 87. 


ey 
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The adjustment of the data to include rents received via corpora- 
tions changes the results somewhat, but not radically. About 53 per 
cent of the adjusted net rents go to groups with incomes less than 
$2,000 and 73 per cents to groups with less than $5,000. The cumula- 
tive distribution of dividends may be indicated—only 16 per cent to 
groups with incomes less than $2,000 and 30 per cent to groups with 
incomes less than, $5,000. D 

A special report on Kentucky income tax returns indicates the dis- 


J 


“TABLE 4 


PERCENTAGE OF TOTAL Income, BY INCOME CLASSES, DERIVED FROM NET 
, ADjusTED NET RENTS AND DIVIDENDS, KENTUCKY, 1942 


Percentage of Income from 
Income Class Mean 


(thousands) , Income > , Net Net Rents , Dividends 
, Rents , Adjusted 
ł H 
i cis 2 $ 1,537 3.44 4.02 ' 4.67 
2 3 3.49 | 4.08 . 4.76 
3 4 3,720 2.86 3.28 3.36 
4- 5 14,785 3.46 4.10 5.13 
5 6 5,901 = 4,40 5.26 6.88 
6- 8 7,436 3.87 4.82 7.69 
ı & 12 10,542 4.11 5.34 9.90 
, 12-17 15,374 3.27 4.82 12.54 
i 17-25 21,970 4,22 5.98 14.14 
} 25- 35. 31,319 2.78 4,77 16.06 
i 35- 50 43,580 2.08 | 4.35, 18.37 
50- 70 61,075 1.63 ` 3.67 16.49 
70-100 89,104 1.00 2.64 9.99 
Over 100 197,512 0.61 2.34 14.00 


Source; Kentucky Incomes Toan of Revenue, Commonwealth of Kentucky, 
Special Report No. 5), Table A-1. ` 

Note: Income group of less than $1,000 was deleted because retums can hardly. be 
representative of the population in any sense. The exemptions established by law were 
$1,000 for a single individual and $2,500 for a man and wife. The $1,000 to $2,000 
class must include mostly single-member families. 


‘ 


tribution of income from net rents and royalties—a figure assumed to 
be synonymous with net rents for our purposes. Since the data reflect 
only the position of persons filing income tax returns, the results are 
presented in terms of the percentages of income.from rents, adjusted 
rents, and dividends (Table 4). The lowest income group included in 
the table ($1,000-$2,000) received 3.4 per cent ‘of its income from 
rents, while the highest income group (over $100,000) received only 
0.6 per cent. Adjusting the rents to include corporate property did 
not change the relative positions. The lowest income group received 
about 4.5 per cent of its income from-dividends, while the highest 
received 14 per cent. It is, of course, not impossible that the selective 
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process in filing income tax returns included in the lowest income ’ 


_ groups a disproportionate share of the low-income individuals in the 
state with any rental income. 

Table 5 indicates the results obtained from an analysis of federal 
income tax returns for 1946—the year for which the federal income 
tax probably included the largest proportion of the total ‘population. 
_ The income range of $10,000 to $19,999 had the largest proportion 
of income from net rents and royalties. Two. other i income ranges had 


TABLE 5 


INDIVIDUAL INCOME Tax RETURNS FoR 1946, By ADJUSTED Gross INCOME 
CLASS, ADJUSTED Gross INCOME AND NET RENTS AND ROYALTIES 
AS PER Cent or Apyustep Gross INcoME ` 
‘(Money figures in thousands of dollars) 


Net Rents © 
Adjusted Gross Adjusted . , Net Rents S 
Income Class Gross Income > and Royalties ot Aduaad 
i Gross Income 
Deficit 247 ,206 — 583 
Under $1,000 5,948,038 130,484 2.19 
$ 1,000- 1,999 22,926,710 238,661 1.04 
2,000- 2,999 33,127,834 235,655 71 
3,000- 3,999 24,113,899 189,623 79 
4,000- 4,999 12,380,802 132,517 1.07 
5,000- 5,999 685,741 83,677 1.47 
- 6,000- 9,999 9,602,763 ~ 212,797 | 2.22 
10,000-19 ,999 | -8,766,727 221,916 2.53 
20 ,000-99 ,999 9,711,073, 229 326 2.36 ` 
~ 100, "000 and over 2,066,419 36, 792 "1.78 
Total l 134,082,800 -1,693,529 1.26 


a 


Source: Statistics of Income for 1946, Part 1. Preliminary Report of Individual In- . 
come Tax Returns and Taxa le Fiduciary Income Tax Returns Filed during. 1947 
(U. S. Bureau of Interna] Revenue), pp. 16-20, Table f 





` 
* ` 


a higher proportion than did the iverno group. These data 


reveal another limitation of the available data on rental income; 
namely, the large element of underreporting. The Department of Com- 
merce estimated that rental income of persons (excluding imputed 
rent on owner-occupied houses) was about 3.96 billion dollars in 
1946.“ This’ is more than twice the rental income reported to the 
Internal Revenue Bureau. Thus the true distribution of. rental income 
could be quite different than that revealed by income tax data or, 
for that matter, by survey data.’ 

- Thus far our data have shown the ani of rent receipts at 
` each of several levels of income. The estimates have indicated that 


4 National Income, Supplement to Survey of Current Business, July, 1947, pp. 14 and 19. 
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rental income is not distributed, in some rough sense, more “unequally 
than total income. To the extent that it is distributed differently than 
total income, more seems to go to lower-income groups, less to middle- 
income groups, and in some but not all instances, more to higher- 
income groups. 
TABLE 6 


‘Cae DISTRIBUTION OF TOTAL Income, Rents RECEIVED AND Rents Pam, . 
OTA, FOR STATE AND FOR CITIES OVER 100,000, 1938-39 


Cumulative Cumulative Cumulative Percentages of 
Income Class Total Economic 29 —————_ 


and Area Income . Units \ Net Rents* Rents 
% a: VA Received Paidt 
State ` 
Negative } — 25 275 — 1.41 23 
~ $ 0- 249 <21 4.96 46 2.02 
a 250- 499 3.29 16.02 11.93 7.79 
oe: 500- 749 10.26 ` 31.07 26.57 19.38 
; 750- 999 18.45 43.88 38.34 30.57 
1,000-1,249 28.55 56.05 48.46 44.82 
1,250-1,499 38.71 66.11 60.96 56.05 
1,500-1,749 ` 48.70 74,54 ' 67.34 66.53 
1,750-1,999 58.68 81.76 73.67 76.82 
2 ,000-2 , 249 66.64 86.87 81.09 83.41 
2,250-2 ,499 72.78 90.38 84.08 87.84 
2, 500-2, 749 77.59 92.87 88.75 90.80 
2, 750-2 ,999 80.89 94.43 - 93.43 92.88 
3,000-3,499 86.12 96.64 = 95.25 96.48 
3, 500-3 ,999 89.54 97.89 99,47 97.72 
4, ,499 91.68 98,59 101.07 98.41 
4. 500-4, 999 93.03 -~ 98.97 _ 101.54 98.70 
5, 000 and over 100.00 100.00 ' 100.00 100.00 
Cities over 100,000 a 
Negative — ii .16 —§.66 03 
$ 0- 249 .07 2.24 —3.92 1.35 
250- 499 1.65 9:33 4.73 5.71 
500- 749 5.48 19.25 18.30 43.97 
750- 999 11.50 -30.74 30.11 24.72 
1,000-1,249 19.75 © 42.95 . 38.59 37.40 
1,250-1,499 28.85 53.97 50.44 _ 48.07 
1,500-1,749 38.77 64.24 57.18 . 59.54 
1,750-1,999 49.28 73.59 64.80 70.90 
2,000-2,249 57.89 80.38 74.52 78.54 * 
3, 250-2 ,499 65.06 42 76.26 84.25 
2,500-2,749 70.29 88.74 80.28 87.80 `; 
2 750-2. 999 74.42 91,15 85.64 90.40 
3, 000-3, 499: 81.38 94.77 87.92 -95.52 
3,500-3,999 85.07 -o 96.42 95.03 97.18 
4,000-4, 499 87.51 97.39 - 97.60 98.02 7 
4 500—4999 89.64 98.14 99.16 . 98.54 
5,000 and over 100.00 100.00 100.00 100.00. 


* Rents received minus rent logses. 

t For one income class for state and for three for cities over - 100, 000 it was necessary. ; 
to etimate rent paid. Number of economic units for which estimates were made was 
less than one per-cent of total in either case. 

Source: Minnesota Incomes, 1938-39 (Minnesota Resources Commission), Vol. I, 
p. 13, Vol. TI, pp. 203, 209, 255, 256. 
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From the study of Minnesota incomes for 1938-39, it is possible 
to estimate the cumulative distributions of rents paid and. net ‘rents » 


received. This has been done for the state as a whole and for cities of, 


. 100,000 or more: Net rent includes royalties from mining as well as, 


` rents from nonresidential property. 


` The data for cities over 100,000 are most significant for our pur: | 
poses. The cumulated percentages of rent receipts and rent payments ' 
cross at some point. between $1,500 and $1,749. At any pointin the 


‘cumulative distributions below the point of crossing, the accumulated ` 
' rent receipts exceed rent. payments; in other words, the lower-income. 


. groups received more as rent payments than they paid out as rent on . 


-housing. The’ inclusion of negative incomes distorts the presentation 


: somewhat, as can be seen. by inspection. - 


N 


P j! y 


The data available have not made-it possible to reflect the declining 
relative significance of rental incomes in the national income since 
the early thirties. Sample studies and income tax- data underestimate: 


__ rental inconie more than total income and the underestimation varies~ 
‘from study to study: Our conclusions require only the assumption. : 


that, the degree of underestimation in each study of rental income is 
about the same for every income group. 
Data dre available indicating the distribution of sental units — size 


of the structure. Though these data do not tell us anything directly. 


about incomes of landlords, certain inferences can be: ‘made. It seems 


unlikely .that many individuals i in the lower third of the income dis- 


tribution would own structures containing ten or more apartments; i it 

also seems unlikely that the highest income groups would generally 

invest in small structures of two to six units. Our data have indicated ` 
that the middle-income groups do not-hold a very large fraction of ` 
rental property. In all urban areas in’ the United States, about 75 per . 
cent of all rented housing units were. in structures with four or less | 
units and only 15. per cent were in structures with ten or more units 
in 1940.7" Even in the New York-New Jersey metropolitan area, only: 
40 per cent of the rental units were in-structures with ten or more 
units. In the Chicago. metropolitan area, roughly a quarter of the 
rental units were in such buildings.” “These ‘data indicate to the. 
writer. ‘that rental_housing is not the type of investment that is likely. 


“to attract the funds. of. the higher-income groups to the same degree . 


as stocks, bonds, or direct investment in enterprise providing for greater 
ease of control and management. Obviously exceptions exist in the 


-development by one firm of communities of small structures most’ or | 


1t Sixteenth Census of the United States: 1940, Housing, Vol. TI, Table 4 of the relevant: 


' 
- t ` Pad 
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all rented, but these developments do not as yet constitute more than 
a minor fraction of total rental units. 


. III. Rent Deconirol and Low Income Tenants" 


Some of my friends who are not economists have not been swayed 
in their favorable attitude toward rent control by the evidence pre- 
sented above on the income distribution effects of rent control. ‘They 
have resisted because they believe, even if what these figures reveal 
is true, that it would be the lowest income tenant families that would 
be harmed most by removal of rent control. This viewpoint has been 
strengthened by revelations of BLS studies of rent increases after de- 
control. These surveys. have indicated that the largest relative rent 
increases have occurred in the low-rent group. Out of fourteen cities 
surveyed in early 1950, this was true in twelve. But does this mean 
that the rents paid by low-income families have risen much more 

,than rents paid by higher-income families? Not necessarily. Because 


~™ of choice or the inability of tenants to find a new rental unit, many 


fairly high-income tenants now live in low-rent units. As a result, in 
only two of ten cities in which the BLS classified rent increases by 
income groups was the lowest income group (under $2,000) subjected 
to significantly greater rent increases than other income groups. Dallas 
was the most extreme case. Tenants with incomes less than $2,000 
and living in units free to rise had an average rent increase of 32 per 
cent. The highest income group (over $5, 000) has a rent increase of 
10 per cent. Spokane was the other city in which rent increase (11 
per cent) for the lowest income groups (under $2,000) was consider- 
ably above that of the highest income group (5 per cent for incomes 
over $4 000). Salt Lake City occupied an intermediate position—8.7 
per cent increase in lowest group, 4.2 per cent in the highest group, 
but with increases in the middle income groups being roughly the same 
as in the lowest. In the remaining seven cities, the consistency of 
the relative increase by income groups is remarkable. _ 


IV. Summary 


Our analysis of the relative income positions of tenants and ian: 
lords is subject to numerous qualifications, largely due to the nature 


28 As an aside, it may be noted that home-owning families with incomes below $2,000 
in 1948 paid out 21 per cent of their income as housing expenditures while renters in the 
same income range spent 23 per cent of their incomes for rent. Federal Reserve Bulletin, 
September, 1949, pp. 1049-1050. 

TAN data from BLS reports reprinted in Extension of Rent Control, Hearings, Com- 
mittee on Banking and Currency, House of Representatives, 81st Cong., 2nd sess., pp. 
483-498. The other cities for which comparable data were obtained were Topeka, Beverly 
. Hills, Eugene, Madison, Milwaukee, Omaha, and Wichita. 
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of the Available data. Most ol these limitations have been noted earlier 


‘and need not be repeated, A further one should be noted. The data 
relate. to income received in a given year. This may not bean aaa 
measure of consumption (welfare) if income fluctuations from year to 
year are important or if thè age distribution of the contrasted groups 
differs significantly. 

This paper has not attempted to deal with, the amea desirability 
of rent control as a. device for redistributing: income. But it should 
be noted that if the relative income position of landlords was superior 
to. that of tenants in each and every instance, there are valid objec- 
tions to rent control as a means of transferring income. - 

_ Ido not want to argue that the evidence presented indicates that 
landlords are poorer than tenants. But the data certainly do not in- 

. dicate the contrary—that landlords have significantly higher incomes 
than tenants. Thus if one of the objectives of rent control is to aid _ 
- low-income people—and I can find no other important objective that. 


> rent control does achieve—it does, not achieve that objective. Ua 


doubtedly ‘there are relatively poor tenants renting from relatively 
rich landlords, but the converse must also exist. The income transfer 
that is involved in rent control is not one that can be justified on the - 
usual grounds used for supporting progressive income taxes or free 
‘public education. It has, in my opinion, at least, no justification `ex- 
ee me poai one that there are more tenants than landlords. 
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. DISCUSSION 
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Wurm D. Grampr: In Professor Grebler’s ‘paper there are two aspects 


-of the supply function ‘of rental housing which call for comment. One is its 


relationship to the housing stock and the other its operation under rent con- 


‘trol. The purpose of my comment is to aver the relevance of conventional 


price theory to both.matters. - 

I would like to suggest the usefulness of a clear distinction between the 
stock of rental housing, as a capital agent, and its income expression in the 
supply function, which relates rent and the quantity of housing offered for 
rent in any time period. This conventional distinction between capital and 
income will have a different application for durable than for nondurable 
goods. But the durability of housing capital does not alter the fact that in 


‘the rental market what is traded is services, or income. 


It is in order to remark on the questionable ` meaning of measuring the 
housing stock by the number of units standing as distinct from their value. 
dividuals are not interested only in shelter when they rent housing any 


— more than they buy only transportation in an automobile or nutrition alone 


in food. I ‘do not feel the difficulty of appraising the quality of housing. is 
overcome by taking a physical inventory of the size of rooms, improvements, 
location, and the like. l 

The usefulness. of distinguishing the housing stock from the supply func- 
tion becomes apparent when a comparison is made between the value of all 


-units occupied by tenants” (capitalized at current rents) and ‘the value of all 


units in the stock (capitalized at the same rents). So long as there are 
vacancies, the former will.be less than the latter; or, put simply and less 


carefully, there will be an inventory of a kind of rental housing. The exist-. _ 


ence of vacancies—an unplanned inventory, to be sure, under competitive 
condtions—suggests the similarity between the housing market and others 
in which output cannot be adjusted to changes in demand and price except 
over a long period. 

Nevertheless, the quantity of units offered for rent does seem capable of 
adjustment. The supply function, therefore, is not altogether inelastic. If it 
were, and if approximately competitive conditions obtained, there “never 
would be any vacancies. A decline in demand would produce, in the short 
run, a decrease in rents sufficient to attract full occupancy.. Since this does 


not occur, the supply function does not have a zero elasticity. Changes in 


demand consequently will affect the quantity offered for rent as well as rents. 


. Demand changes also will change the capital value of housing, although less 


than if the supply were completely inelastic; and it is conceivable that a 
change in demand can have at least as much effect (although in the opposite | 
direction) on. both capital values and current, rents as a change i in construc- . 
tion costs. This ‘suggests that, although annual net investment in residential 


‘ construction is determined less by current building costs than by the capital 


` value of old housing, this value is not a datum but is determined by demand 


and is subject to change, particularly in periods of fluctuating real income. 
The reasons for the shape of the supply function are not clear to me. 


N 
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Professor Grebler noted that the cost of rental units is; almost wholly fixed 
and that marginal costs are very ‘small. This seems reasonable, although it 
could be argued that the occupancy of a rental unit creates a variable and 
hence marginal cost which could become a consideration to a landlord at 
certain times. Excluding this possibility, we are left with-imperfect competi- 
tion, including price inflexibility, to explain the shape of the supply function. 
As drawn by Professor Grebler, it is quite elastic over a certain range. Yet 


Professor Johnson’s data on the distribution of rental income suggest a dis- . 


persion of ownership which makes collusion among landlords unlikely. 


Although Professor Grebler has analyzed multiple-unit dwellings while the 
rental income data refer to single leaseholds as well, it seems implausible 
that the degree of competition between the two should be extremely different, 
except in very large cities where single leaseholds are uncommon. So long as 
families are free to choose between the two types of structures, the difference 
would be reduced if not eliminated. 

It is the somewhat strange view of consumer choice i in Professor Grebler’s 


remarks on rent control which prompts my second set of comments on the 


“eee 


supply function. His belief seems to be that rent control has not created a mis- 
allocation of resources between rental housing and ownership, because families 
have come to prefer home ownership to renting in greater proportion than 
before the war. He attributes this change in demand to high incomes, publicly- 
supported credit, accumulated liquid balances, and, curiously, to rent control. 


He states: “It is equally questionable whether substantially more rental hous- 


ing would have been produced in the absence of rent control.” - 


The question could be settled promptly if we knew the quantitative im- 
portance of each. of the factors which have increased the demand for home . 


ownership. Since this information is not available, I should like to call on 
price theory for assistance. It is my belief that “the phenomenal increase in 
home ownership” is mainly the result of the inability of families to obtain 


rental housing and of their subsequently. being driven. to ownership. ‘This 


does not deny the relevance of the other factors but subordinates them to 
rent control. 

So long as in the rental market the ‘quantity demanded exceeds the quantity 
supplied, one cannot maintain that families are leaving it because ‘they do 
not care to rent. Although ownership probably would have increased in the 


‘absence of control, I cannot believe the increase of the last five years would 


have taken place had families been free to choose between tenancy and home 


ownership. To believe otherwise is to suppose that very little disequilibrium . 


has been created by rent control, that the excess of the quantity demanded 
over supplied is small. One must suppose that the increase in capital values, 


because of the higher price level and even higher construction costs, has affected > 


owner-occupied units mainly and rental units indifferently, so that today’ S 
controlled rents are not much different from those which would rule in an 
unregulated market. It is my belief that ‘today’s fixed rents are far less than 
they would be in the absence of control, and that the difference between 
controlled and equilibrium rents is a measure of disequilibrium. That dis- 
equilibrium is substantial is suggested by estimates of probable rent increases 
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should control be removed and by actual rent increases where it has been 
eliminated. 

It may Be felt that my argument has an a priori air about it, and that the 
argument which it opposes is perhaps of the same quality. I do not think 
either should receive less attention because this may be so. Those who think 
otherwise, however, may take counsel from the master empiricist, Hume, who 
said that when confronted with a miracle one believes only if disbelief is the 
greater miracle. It seems to me that the greater miracle in the problem before 
us is to believe that an individual who buys a house because he cannot rent 
is showing a preference for home ownership over renting. 


i A 


THE HOUSING PROBLEM: I. LONG-RUN 
EFFECTS OF GOVERNMENT HOUSING 
PROGRAMS 


THE ROLE OF THE FEDERAL GOVERNMENT 
IN URBAN HOUSING 


By Lawrence N. BLOOMBERG 
Public Housing Administration 


When I was asked to prepare this paper, it was suggested that the 
topic should be; “A Rationalization of the Federal Government’s Inter- - 
vention in Housing. ”: To have accepted this subject would have, in 
- a strict sense, put me in the position of being an apologist for govern- 

ment aids to housing: It. would have required me to make a case for 

the government’s taking action in a field in which I believe it has a. 
grave responsibility. Stated: positively, I believe that no apology, or 
rationalization, is necessary. Nor do I believe that the direct and 
forceful action which has been taken is in any sense intervention. 

~ In a democracy, government is no third party which intervenes. 
for the protection of an alleged interest. In the United States, the 
government is the people, who every two years exercise their constitu- 
tional right to change the complexion of the Congress, if they see fit, | 
and every four years sit in judgment on the president, or the presi- 
dent’s political party. 

It has become a hackneyed campaign maneuver for the party out 
of office to try to separate the people from their government, to erect - 
in the voter’s mind an image of his government as a menace—an ab- © 
stract evil influence which stands between the voter and lower taxes, - 
between the- voter and higher profits, between the voter and whatever 

selfish interest he might have. 

The majority of those who pontifically speak of government inter- 
ference or government intervention really question the basic concept 
of democracy itself. They consider themselves an intellectual or eco- 
nomic elite who do not believe that the people can, in wisdom, decide 
for themselves. I believe that where political opinion is free and not 
induced by force of arms or concentration camps, the social and eco- 
nomic policies of government are determined by the people. However, 
in a civilization as complex as ours, in an economic, social, and institu- 
tional structure so complicated, it is often difficult for the voter to 
decide what the policies of his government should be. 

It is no longer possible’ for-each citizen to get his information di- 

rectly as in the town meeting, to cross-examine the town selectmen, 
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and then and theta with nọ. intervening media, to make up his a 
and vote accordingly. . | 
Tóday, government is big business—not’ only the ded govern- `. 
“ment but on down to the states, the counties, and the cities. Few 
political issues are clear cut. There i is hardly a step taken by govern- 
ment on which there is universal agreement that it benefits all. More 
than ever, the “greatest good for the greatest number” becomes a 
critical standard for political judgment. 
' Qn almost every political issue the public is subjected-to a propa- 


ganda barrage. Established pressure groups grind out an almost con-. ` 


tinuous flow of slanted “educational” material. New groups arise to 
occasions almost as rapidly as letterheads can be printed. The public 
reads news-columns of not always objective reporting and editorials 
that reflect the political philosophy of the publisher. People are con- 
fronted with pamphlets, flyers, and billboards, often on both sides x 
pe question, each proclaiming to be the truth. | 
Pressure groups try to influence the people to become identified with 
their particular bias. In social programs particularly, cost and benefit 
are rarely individually equated for a large part of the population. 
The group which personally benefits least but which must bear its ` 
proportionate share of the cost, organizes to attract, supporters: by - 
appealing to the inherent self-interest in most of us. On the other 
‘hand, what are called public interest pressure groups direct their ap- 
‘peals to the inhérent social responsibility which is also in most of us. 
_ We have made real social gains in this country only because a ma- 
' jority of the people have learned that advantages cannot be assessed 
in terms of personal benefit—that what is good for society, is good 
for-all, regardless of whether we as individuals stand to gain. 
Government -action in housing grew out of demands by the people 
that their government take action.to assure security of home owner- 
ship, adequate home poanene: and a supply of decent housing within 
their means. . 
Action in the field of urban house is a relatively new activity ‘of 
- the federal government. Although there had been much concern with - 
' housing during World War I and during the boom of the twenties and ~ 
the falling off of urban construction after 1925, the federal. govern- 
_ment took no direct action in the urban housing field until the depres- 
sion of the thirties. Until this time the financing and construction of 
_ ‘housing was solely the responsibility of private enterprise. The federal 
interest was almost entirely limited to the Pegan of financial i in- 
stitutions over which it had supervision. 
Controls over housing were then, and are now, solely a. matter for 
. local government. Zoning, city planing, building and housing codes, ` 
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subdivision regulation, health and sanitation codes, and exercise of 
the police power with respect to housing are entirely ‘functions of local . 
governments. I should say at this point, however, that activities of 
the federal government which I will discuss later have had a significant 
—and extremely beneficial—effect upon local action and enforcement 
in this field. 

The first action on the part of the federal government came in 1932 

with the establishment of the Federal Home Loan Bank System. In 
concept, this System was similar to the Federal Reserve System and 
the early Land Bank System, but operated in the field of home mort- ` 
gages. 
Since: that time, the federal government has had a tremendous 
impact upon housing through numerous actions. To name some of the - 
more important: the Reconstruction Finance Mortgagé Company; 
the activities of the Public Works Administration under the National 
Recovery Act; the Federal Savings and Loan Deposit Insurance Core 
poration; the Federal National Mortgage Association; a Jong list. of ~ 
war measures involving direct government construction of houses and’ 
community facilities for war workers, rent control, exercise of controls 
by the War Production Board; immediate postwar measures including 
the Servicemen’s Readjustment Act, providing for the so-called “G.I. 
loans,” and the Veterans Emergency Housing Act which contained a 
number of provisions aimed at overcoming the housing shortage; the 
urban redevelopment and slum clearance provision of the Housing 
Act of 1949; a recent significant action was the issuance of regula- ` 
tions by the Federal Reserve Board and the Housing and Home 
Finance Agency to curb housing credit. 

There are three major activities that I have not mentioned, because 
I want tò treat them in some detail. These are: the Home Owners 
Loan Corporation, the Federal Housing Administration, and the Pub- | 
' lic Housing Administration (originally the United States Housing 
Authority). It is not my purpose, however, to describe in detail the 
legislation governing the activities of these agencies or to discuss their 
methods of operation. Furthermore, I will exclude from consideration 


» any wartime activities of the agencies. What I want to do is to examine 


why the federal’ government entered these fields, what the effect of 
the operations has been, and to see if, we can draw any conclusions as 
to the circumstances under which the federal government might be 
expected to take action in the housing field under peacetime conditions. _ 
In 1933 the Home Owners Loan Corporation was launched. This 
action by the federal government was essentially a gigantic rescue 
operation for homeowners and the individual and institutional mort- 
gage lender. The whole shaky structure of home mortgage finance 
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built upon the boom of the twenties was crumbling. Widespread un- 
employment and a string of closed banks had paralyzed the nation. 
Foreclosure threatened a substantial portion of homeowners; financial 
institutions, faced with demands for cash from their depositors or 
investors, held frozen mortgage paper; the cities were ‘in dire straits 
because of their inability .to collect. not only current real property 
taxes but also a large volume of delinquent taxes. 

There was little or no opposition to the government’s answer to the 
widespread and insistent demand that something be done. Congres- 
sional hearings on the HOLC legislation were relatively brief. Few 
witnesses opposed the bill. The New York Savings and Loan League, 
however, adopted a resolution in opposition, saying “every reasonable 
consideration is now being extended by. our institutions to every 
homeowner whose economic distress is caused by unemployment or 
other adverse conditions beyond his control.”* In Congress, the de- 

_pates largely centered around the extension of greater relief than’ 
— was proposed. 

By issuing bonds i mortgage holders and taking up the loans, the 
HOLC almost immediately shored up the shaky structure of mortgage 
finance, It has been estimated that 40 per cent’of the owners of mort- 
gaged one-to-four family nonfarm homes applied to the HOLC for 
assistance. In twenty-five states over half of the potentially eligible 
owners applied, and in two, Arkansas and Mississippi, the figure ex- 
ceeded nine out of ten.* Ultimately, nearly one out of ten of all owner- | 
occupied nonfarm homes had mortgages held by the HOLC; this rep- 
resented nearly one out of five potentially eligible cases.” 

There can be no question that the HOLC operation was a financial 
success. With the program essentially liquidated, one way of figuring 
shows a small profit, another way a slight percentage of loss. Of course, 
it can be said that the success was due to the period during which 
HOLC operated. But it is not in dollars and cents that the HOLC 
must be appraised. Its concept and operation must be weighed against 
what the cost of the alternative might have been. 

How far would the lynching parties for sheriffs attempting fore- 
closure sales have gone? What would have happened to the respect 
for contract upon which our social, economic, and political system is 
based? What wotild have been the political ideology of men and wom- 

‘en who would have lost their homes but for the HOLC? Or even. 
of those who would have starved but for federal ‘relief? And how did 
we happen to find ourselves in this situation? One thing is certain; it 


1 History and Policies of the Hotne Owners Loan Corporation, by C. Lowell Harriss 
(National Bureau of Economic Research) (not yet pubiebed but quoted with permission), 
* Ibid., Vol. II, page 25. 
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wasn’t a result of government action. The fact is, our private eco- 

nomic institutions were not geared to the current requirements of our. 

people. But memories are short—mémories of that time almost twenty— 
“years ago when the federal government stepped in to bolster tottering 
institutions, when about 20 per cent of the nonfarm home mortgage 
debt and a large part of the farm mortgage debt were'held by the fed- 
eral government in trust for the American ‘people. 

The depression persisted. The peak of residential construction had 
been reached in 1925 and had been declining even- before 1929. Not 
only was the construction of new units at an extreme low, but the exist- 
ing stock of housing was also badly deteriorated through unwilling- 
‘ness or inability to keep it’ in repair. There was a tremendous back- 
log of deferred maintenance and rehabilitation. 

Because of the somewhat longer-term decline in construction, the 
unbalance which had existed between housing supply and potential 
demand in the middle‘twenties had considerably narrowed. A relatively ` 
: high vacancy rate existed in the cities but this was largely due to the ~ 
high doubling-up of families to save rent and to the movement from 
the cities to the farms during 1930-33. By 1934 there was an evi- 
dent potential demand for housing. The city to farm migration was 
beginning to reverse itself; new family formation was showing an in- 
crease as reflected by a rising marriage rate; there was evidence of a 
desire to begin to catch up on some of the accumulated disrepair. 

Despite all of these portents nothing happened. The construction 
industry was still frozen. Two basic causes predominated. First, the 

supply of capital for financing construction had greatly diminished; 
second, but far more important, was the fact that capital would not 
take the risk. Fresh in the minds of institutional lenders and investors 
were the real estate financing excesses of the twenties. Foreclosures 
= on urban homes had reached a peak of 273,000 in 1932, had dropped 
but slightly to 272,000 in 1933, and during the first three months of 
1934 were at the rate of 20,000 a month. Closed banks and building 
and loan associations and the failure of guaranteed mortgage bonds 
were still vivid pictures in the minds of the mortgage market. Private 
capital was suffering from a severe case of arteriosclerdsis and yet 
. there: were conditions present of a pent-up demand for new housing 
and for modernization and repair. The reaction against the bad prac- 
tices of the twenties had made financial. institutions perhaps overly 
cautious. They were not looking for reasonable risks but only sure 
things—and sure things in the mortgage field were few and far be- 
tween in those days of 1934. 

At this juncture, the President sent to the Congress the National - 

Housing Act with a strong message urging passage. The purpose of 
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‘the bill as stated i in its preamble, was. “toi improve nationwide housing 

standards, provide employment, and stimulate industry; to improve | 

conditions with respect to home mortgage financing, to prevent specu- ~ 
` Jative excesses in new mortgage investment, ‘and to eliminate the . 
“necessity for costly second mortgage financing by creating a system, 
of mutual mortgage insurance. . . .” 

As I read the testimony on the bill in the course of writing this 
paper, I could not help but be impressed with the clearness of pur- 
pose ahd intent of its authors and backers. The proposal itself was, 
in essence, a very simple one. Through direct and work relief and’ 

. public works, the federal government had been pumping money plasma 
into a very i nation. The HOLC had started to help the homeowner 
and to brace financial institutions, The Reconstruction Finance Cor- 
poration,. through its loans, had staved off disaster in numberless en- 
~ terprises. What, was needed was a self-generating activity in one of the. 

uy tost important, and sickest, segments of our economy—the construc- . 
tion industry. The N ational Housing Act was cere to provide the 
necessary stimulus. : 
As one of the Administration spokesmen said in explaining the bill: 

“What we want to do is to create conditions in which the building 
industry can go ahead and provide higher standards of residential facili- 

ties on a sound basis to people who can afford it, and at- costs and 
prices which they can afford to pay. ... To make new mortgage money 
effective, and to get a resumption of activity in the mortgage market, l 
we are proposing to set up an insurance feature to insure the lender 
on the best type of home-mortgage instrument.’”. | 
The hearings reveal substantial support for.the measure. It was. ’ 
endorsed by the National Association of Real Estate Boards, by the 
` Structural Clay Products Institute, by the U. S..€hamber of Com- - 
merce whose spokesman, its president, said: “This measure now be- 
fore you is an attempt on the part of the Government. to give the 
necessary encouragement.to private capital to go into the construction `- 
of homes.’ Also in support were mutual savings banks through spokes- 
men for the Savings Banks Trust Company and the Mortgage Con- 
ference of Néw York. A spokesman for the Ohio Association of Real 
Estate Boards, the Building and Professional Associates of Ohio, and 
the National Retail Lumber Dealers, in support of the proposed legis- 

_ lation, presented the results of a questionnaire which showed: wide- 

_ spread inability to secure mortgage credit. - 
` The only important opposition- to the bill came from the building 


* Hearings before Senate Committee on Banking ang ee o on National Housing Act, 
1934, page 52.. 
‘ Ibid., page, 108. ' \ 
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and’ loan association group. A spokesman for ‘the U.S. ee said 
Loan League said: “I think this proposal in Section 5 of Title I (the | 
mutual mortgage insurance provisions) and in Title. II (national mort- 
gage associations) is the fundamental beginning of the nationalization © 
or socialization of the whole. urban mortgage business in this coun- . 


, try. 395 


_, Other opposition came fom: a “group calling itself the Home Owners 


Protective Association. Its spokesman said: . the bill sets up 7 
machinery. which heads straight for Federal regimentation of American 


-home buying, home.building, home finance, and home repair. .. . Call . 


it by any name you choose, the smell of such regimentation of Ameri- 


_ can homes will ‘be the, same in the nostrils os ‘the eae home- ` 


owning public.’ _ , 
| The National Housing Act, establishing the Federal nner Ad- - 


‘ministration, became law in June. 1934. The FHA insured mortgage ` 


and methods. of operation had far reaching consequences, With the 


standardized FHA mortgage instrument, mortgage credit could flow: 
over the country to the spots it was needed. Interest rates became more 
or less uniform throughout the nation because of the FHA. yardstick. 


_. High interest rate second mortgages became of markedly less im-, 


portance due to high ratio FHA loan. The amortized mortgage,. in- 


cluding savings for taxes and insurance, ‘became a standardized prac- > 


tice. Better’ land planning principles were introduced, particularly in- 


_ the garden type rentah housing projects. 


In 1938 a significant amendment was made to the National Housing 


‘Act. To encourage home production ‘in the low-priced field and thus 


to broaden. the market, the Congress empowered the FHA to insure 


_ mortgages up to 90 per cent of value,. and for a’ twenty-five-year term ` 


on new homes costing $6,000 or less. Previously the limitation had 


been an. 80 per cent loan’ for a twenty-year term, This was a tesponse | 


© on the part of the federal government to a widespread demand ‘that - 


something be done to- stimulate. production. in that segment ‘of the f 
housing market which had. been so long neglected. I have no answer’ 


'- to the very proper question of why the private construction industry 


_ did not move into this field if there was such evident demand. I can ` 


only say that-it did not until the enactment of this amendment to the. 
National Housing. Act. 


-Although it is not my purpose to sda: the war ANES of. the 


National Housing. Act, it shouldbe noted’ that during the war’ and ` 
during the postwar: housing shortage the FHA was used to channel 


~ construction into particular price. groups, into particular localities, 


5 Ibid., page 271. ie 
. *Ibid.,. page 384. ` 
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and into rental housing. While not all of these activities could be justi- 
fied on the basis of the long-term objectives. of the Act—particularly 
those which loosened valuation procedures and abandoned the doc- 
trine of economic soundness—-they were undoubtedly effective as emer- 
gency measures. 

Through the National Housing Act, the federal government met the 
need for the development of reasonable credit sources for housing on 
fair terms consistent with the nature of the commodity, and yet pre- 

„~Served the private financing and private home building industry for 

{that majority of American families who can pay their way for decent 

‘i housing. The FHA is now completely accepted as an integral part of 
the private enterprise system. It is not a political issue in the Congress. 
I have not heard it seriously opposed in recent years by even the most 
vociferous objectors to “government interference or intervention.” On 
the contrary, every liberalization and extension of the FHA has been 
vigorously supported by the industry. No one to my knowledge has 

“aid that the Federal Housing Administration. was all right as an 
emergency measure; it has served its purpose; if is now time for the 
government to get out of the mortgage insurance business and turn it 
over to private hands, 

The third area of action by the federal government which I want to 
discuss is that of federal assistance to localities for the housing of low- 
income families and the clearing of slums. ` 

Prior to the early thirties there had been a long ‘history of concern 
with the economic and social problems of the slums. There had been 
numberless investigations, particularly in the larger urban centers, when 
tenement fires or collapsing buildings or outbreaks of disease focused 

' attention upon deplorable slum conditions. Various attempts by cities _ 
to invoke the police power to enforce sanitary or fire codes usually failed 
because landlords were not willing to make the necessary expenditures 
and threatened rather to close the buildings. Public officials were not 
willing to see large numbers of families thrown out of their dwellings. 
With the depression, the attention of the public and public officials was 
directed, as it had never been before, to the widespread suffering and 
almost subhuman living conditions of slum families. 

In 1933, the Housing Division of the Public. Works Administration 
was established pursuant to the National Industrial Recovery Act of 
the same year. The Housing Division began, as the RFC had in 1932, 
a program of loans to private limited dividend corporations. The RFC 

- made only one such loan and although by the end of 1933 the PWA 
had five hundred applications, only seven loans were made. Applica- 

_ tions were rejected primarily because of excessive site valuation, doubt- 
ful worth of the equity offered, and most importantly because the 
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rentals proposed would not meet’ the needs: of low-income families. 

For the seven limited dividend projects actually financed, rentals aver-. 

aged about $10 per room per month not including most utilities.” i 
Early i in 1934, the Housing Division inaugurated a program of- direct ` 

_ federal constriction pending enactment of adequate state legislation. It 
should be noted here that the available evidence seems to indicate that 
it was not the philosophy of the PWA. that the federal government- ' 
should build, own, and operate the projects but that this was merely 
an' emergency step to get something under way. To achieve low rentals - 
it was. possible fór the PWA under the George-Healy Act to give the 
tenants the benefit of a 45 per cent capital grant and to write off the 
remaining 55 per- cent in sixty years at a rate to be fixed by the Ad- 
ministrator (this rate was set at 3 per cent). Rents ranged from $7.00 
to $8.00 per room per month, including almost all utilities. 

-Based on the experience of the PWA Housing Division a new legis- 
lative proposal. for public low-rent housing was-considered by the Con- 
gress in 1936. It passed the Senate but failed to come to.a vote in the™ 
House. This bill was extensively revised and reconsidered by the new 

Congress in 1937. Thorough but not extensive hearings were held in 
' both the Senate and House. : 
The Senate hearings of 1937 show very little apposed to the meas- 
ure. Only a single witness presented testimony against it. Testimony 
and materials presented in favor came primarily from local public offi- 
cials, principally mayors and city managers, labor and welfare organ- 
izations, church groups, and a variety of civic organizations. In the - 
House hearings, more or less the same groups appeared in favor. but there 

| were considerably more opposition witnesses. Opposed were the National 
Lumber Dealers Association, the U. S. Chamber of Commerce, and the 

. U. S. Savings and Loan League by resolution. 
- The United States Housing Act was -passed by the Congress i in Ai 
gust, 1937. It provided a system of federal loans and annual contribu- 

-tions to local housing authorities to enable them to build and opérate 

_. housing for low-income families from the slums. Substantial local gov- 

ernment contributions were required; these were almost invariably 

.. contributed in the form of tax exemption. The whole cost to the federal 

` government is the annual contributions which are paid each year in an 

amount just sufficient to cover the difference between what it costs to 
operate the projects, including debt service on the loan, and what the 
families can afford to pay. i 

. . The following will give some idea of the income groups being served 
by public housing projects. In 1940, the average family income at time 


a 1 Material for this aaa the succeeding two paragraphs was taken from Beant before: 
comets on Education and Tabon U. S. Senplg on the U.S. Housing Act, 1937. 
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of admission was $795. This increased to $1, 257% in 1945 and to $1,602 
in 1949. If these figures are deflated: by the consumer’s price index of ` 
the U. S. Bureau of Labor Statistics in terms of constant 1940 dollars, 
‘the figure of $1;257 for 1945 drops-to $983 and the 1949. figure drops - 


from $1,602 to $947. Except for the aberrations caused by the war, itis |. 


established beyond question that local housing authorities throughout 
the country have taken as tenants, families which are far down in the © 
low-income segment of the population. 

Beginning in 1945, with the Subcommittee on Housing and Urban 
Redevelopment of the Senate Committee on Post War Planning, there 
were hearings and reports on eight separate occasions by committees of 
the Congress; this includes four reports from the Senate Committee. _ 
' on Banking and Currency. These hearings and reports extend over the ` 
four-year period from 1945 to 1949. Despite vociferous opposition on 
each occasion by the real estate and builder groups there was, without 

exception, a favorable report on the public housing portion of the gen- 
~eral housing legislation under’ consideration. The hearings alone con- 

_ tain nearly 9,600 pages of printed testimony. By an overwhelming vote. 
in the Senate but by the narrow margin of five votes in the House, - 
public housing was retained in the Housing Act-of 1949° This Act in- 
cluded an extension of the earlier punue housing program but with some 
modifications. = ` 
In the Housing Act of 1949, the oe for the first time estab- 
` lished a housing policy for the nation: “The Congress hereby declares 
that the general welfare and security of the Nation and the health-and 
living standards of its people require housing production and related 
‘community development sufficient to remedy the serious housing short- 
age, thé elimination of. substandard and other inadequate housing 
through the clearance of slums and blighted areas, and the realization 
as soon as feasible of the goal of a decent home and a suitable living 
environment for every American family... .” 

The Congress also declared as a policy į in meeting these objectives: o 
(1) that private enterprise shall be encouraged to serve as large a part 
of the total need as it can; (2) that governmental assistance shall be ` 
used ‘where feasible to enable private enterprise to serve more of the 
total need; (3) that local public bodies shall be encouraged to under-. 
take positive programs leading to better planned cities.and neighbor- _ 

. hoods, to lower housing costs, and to-housing of sound standards of 
"design, construction. livability, and size for adequate family life; (4) 
~ that.the federal government should give direct financial aid to localities 
for the clearance of slums and the housing of low-income families wio: 
cannot afford decent private housing. 


* The final Act was passed by a margin of forty-three votes in e House: 
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It is important to note that throughout this Act there is emphasis on 
local initiative and local action. The federal government does not build 
or own any housing. Without exception, every matter is one for local . 
determination. The federal government stands ready to assist only 
_where the locality requests aid through appropriate: action of its local 
governing body. . 

Public housing and its concomitant, slum clearance, grew out of the 
concern of a large segment of the American people with the social and 
physical effects of slums upon the families who are forced to live in 
them through economic circumstance. The slums, generally, were not 
willfully made. They are the social consequence of change, of rapid 
population growth, of advances in technology which did not put enough 
back-into the economic system to enable a‘ substantial number of. 
families to benefit sufficiently from the increased productivity of the i 
nation. Government activity in this field is of a part with soil conserva- 
tion, which developed after private enterprise had left eroded land`re- 
sources in the wake of its progress and with flood control, as rivers from 
denuded watersheds carried destruction to other areas. Public housing, 
slum clearance, and redevelopment grew out of the pressing necessity 
for human conservation and of elimination of erosion in the cities, 
towns, and villages. 

There i is a unity of concept and purpose in the federal government’s 
three major peacetime housing activities I have described. Each in its 
own way is illustrative of circumstances under which government ac- 
tivity was demanded, used, and met the need—all to a common purpose 
of sustaining and broadening a basically free and productive economic 
and social system. . 

Through the HOLC, the government preserved the very fabric o of a 
free enterprise system which was on the precipice of complete collapse 
as a result of the excesses that grew out of its own uninhibited operation. 

The FHA served as a vital catalyst to the housing industry to re- 
habilitate and expand its operations on a basis that it otherwise would 
not do. 

Public housing and. slum deua is positive government action to 
effect fundamental corrections which private enterprise could not ac- 
complish nor be expected to accomplish until our economy furnishes 
enough for every family to afford a decent home. 

Our nation is great and strong because we have personal ibet and 
freedom of initiative and opportunity and because we can, under our _ 
constitution, change our executive and our legislators and thus the. 
policies of our government as we please. Since our earliest times we 
have continually modified the functions of government. We have put. 
restraints on license—sometimes called liberty-—-when the good of the 
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majority demanded it. We have danged or modified institutions as tl 
economic:and social order changed.‘ ` 
Schools, roads, and the post office became the function of gover! 


© ment. Such regulatory functions.as the pure food and drug acts, regul: 


tion of weights and measures, meat inspection, the antitrust laws, ar 
the, securities and exchange law all’ grew out of unbridled use by son 


~of the personal liberties guaranteed under the constitution. When 


. became apparent- that our economic system would not, by itself, yiel 
security, we enacted laws for workmen’s compensation, unemploymer 


insurance, old-age assistance, and aid to dependent children. 

In housing, as in. other important elements of our daily lives, I bi 
lieve that as people require assistance to meet their basic needs, eithe 
institutions must adjust themselves to meet the needs or the people wi 


-obtain what they want through their government, and that if our syster 
of government fails them, they will turn to and try out other form 


for better or for worse. When we look back on the past twenty years 


“am completely confident that it will be found that the increased soci: 


activities of the federal government in housing and other fields were ot 
greatest bulwark against totalitarianism. | 
As Erich Fromm points out in his notable book, Escape from Fre 


` dom, since the Renaissance, man has been taught. individualism an 


toa 
lad 


-personal liberty, but his social and economic systems have not de 


veloped in such a way that he can attain, in full measure, the ideal the 


_ has been set before him. To unemployed, poorly housed, ‘hungry peopl 


freedom is far less important than security. In fear they may see 
escape from the symbol, freedom, and turn to the “leader” who promise 
jobs, clothes, food, houses. The leader—today it-is Stalin; yesterday | 
was Hitler—fails to tell them: that along with their economic respons 


bility they are to be reliéved of their political responsibility as well. 


The United States is still a young country. A combination of geogr: 
phy, nature, initiative, and’ inventiveness has taken us where we at 


and has protected us from the fate of people elsewhere in the world. T 


continue to do ‘this, however, our institutions must. constantly adag 
themselyes. to meet the changing needs of our people. To the extent th: 


, this can be done without government assistance or action, so much th 


better. But democratic government must constantly prove in its: ow 
country and to ‘the world that democracy is not only. the best politic 


“ system on earth but that under it, social and economic institutions prc 


vide not just a relatively better standard of living but a decent standar 


| of living for all of its citizens. 


To. achieve this goal there is no question that at times in a nation! 
history certain economic liberties of some.must be circumscribed in th 


_ interest of the many. Liberties may be on not pay through | goverr 
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. ment action, but also through failure of government to make its insti- 
tutions. function to serve its people’s. needs. Government actions which 
` in themselves circumscribe certain individual freedoms may be the very 
means of preserving basic freedoms of the people as a whole. oe 
_ Whatever actions are required of government, so long as political 
liberties are jealously guarded, democracies can survive. There are 
_many in this-country—and apparently just-short of a majority in Eng- 
land—who do not agree with the policies of the British Labour Govern- 
ment. I want to remind you, however, that tbe Labour Government’s 
‘control hangs by a political thread which can be snapped should the 
English people so decide. Admittedly, as.democratic governments are 
forced in the public interest to assume more functions, it becomes in- 
creasingly important that the people maintain a constant vigil. We 
must maintain the dignity of the individual and preserve our liberty, - 
including the liberty to change our minds. We must carefully study and 
~ consider all alternatives, lest we trade too much freedom for security or 
retain so much liberty that we arè free but to starve. a od 


“POLICY PROBLEMS IN EXPANDING THE PRIVATE 
HOUSING MARKET =. 


` By SHERMAN J. MAISEL a A 
University of California 


It is difficult to discuss ‘government policy in the private housing 
market in any coherent form. Although unusually successful in expand- 
ing demand and production, the programs remain a maze of conflicting 
aims and measures. I wish, therefore, to concentrate on only a iai 
points, which may þe summarized as follows. 

‘1, The generalization that houses can be and are being built only for F 
upper-income groups is incorrect. It is more accurate to state that. if 
existing veteran terms of no or low down payments, 4 per cent interest 
rates, and thirty-year amortization were made availabe to all, nearly ` 
every family receiving a minimum full-time income could afford to pur- 
hase a house if it so desired, This desire would require those lowest 

~~ 3n the income scale to spend average or above amounts for housing and 
to accept a, suburban house. 

2. The above statement reflects a tremendous increase in effective 
demand, primarily due to government programs to expand the private 
housing market. Most important of these-have been changés in financ- 
ing, but attempts to lower building costs have achieved some—though 
only a small part—of what are probably overoptimistic goals: During 
the past year the government was in the same situation as the Sorcerer’s 

” Apprentice: it succeeded in conjuring up a tremendous effective demand 

but was saved from an inflationary flood-only by the war scare which * 

brought the necessary, courage to alter policies before they overwhelmed 

all. 

` 3. The wi results of existing programs far exceed the actual 

because there has been a failure to think them through, to rationalize 
. ‘them, and to administer them most effectively. Present policies are a 

welter of conflicting aims, inconsistencies, and lost opportunities, We 
-have no adequate methods of judging the costs of existing programs. We 

do not know at what points a program pecOnes a subsidy or if the oo 

ernment gets its money’s worth. 

It is impossible within the bounds of this dikcio to deal with an* 
facets of the housing problem. Thus, I do not discuss the new defense - 

` credit regulations, since as yet little can be said of their long-run effects. 

Similarly, I do not deal with the housing problems of those families | 

(perhaps 20 per cent). whose income falls below the full-time minimum 

prevailing wage either because they have no employables or because’ 
they cannot obtain work at prevailing rates. I do not believe that these 
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| families are part of the private housing market. N or do I take up prob- 


lems such as the cycle’ in production, the design and planning. of 
neighborhoods, or the capacity ‘of the industry, for there has been but 
‘ little action in these fields. : 

_’ My aim is primarily to point out how government programs have 
succeeded in meeting certain fundainental problems while creating 


others nearly as basic. Whether we return to a normal market or con-. 
`` tinue in a long period of mobilization, it is vital that we gain a better 
understanding of what has occurred. The past contains important les- - 
sons which should not, as has So PeAneney, happened, be eee in 


shaping our new policies 


we 


\ 


The first ihe months of 1950 saw a vivid demonstration of the ability | 


of government programs to expand effective demand. The number of 
__ houses started in the first three-quarters exceeded 1,100,000—nearly , 50 


` per cent higher than in any similar: period and almost certainly beyondgy 


the normal capacity of the industry to supply houses without.inflation. 
This expansion of demand was due primarily to government programs. - 
Although exact figures are not available, probably 60 per cent or more 
of new houses were directly affected by them. Furthermore, this de- 


mand was created by a direct attack on the problem of a suitable rela- l 


tionship between shelter costs/and income. . ~. 
. Let me attempt to dramatize the potential shane TR programs 


have brought about by contrasting two sets of observations. The report `- 


of the House Committee on Banking and Currency on the Housing Act 


of 1950 states that, “in terms of both volume and suitability for ade- ` 


quate family life, housitig that is available, or in prospect of being made 
=; available’ for families i in the middle-income third is wholly inadequate.” 


This statement follows others pointing out that new houses are being 


built only, for the top third in the income scale. It is based upon the 


Committee’ s evaluation of a large amount’-of expert testimony. Ina 


. similar vein, Charles Abrams, one of:the best-informed men in the hous- 
ing field, States that “only about 11 million of the 37 million American 
nonfarm families were within reach'of the private builder’s product”; 


‘Le.,; about z per, cent are within the market and: 70 Pa cent are ex-_ 


cluded. ; 
In pede to this, our + recent studies of the selling prices al new 
TCR Coasiniction (October, 1950), p. 11; Hone Statistics (September, 1950), p. XI; 


“Half Veterans Paid Nothing Down on New Homes in Latter Half 1949 in 9 Metropolitan 
` Areas, Bureau of Labor Statistics News -Release (November 1; 1950). 


' 7 Report from the Committee on Banking and Currency, Housing Act of 1950 (Report - 
No. 1686, 81:2), p. 2; C. Abrams, “The Residential Construction Industry,” in The Struc- 


ture en American Industry (Macmillan, 1930) p. 131. 
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houses in the San Francisco Bay Area indicate that if terms available 
to veterans were available to all prospective purchasers, well over 80 
per cent of the families in the area had sufficient income to purchase 
the new house selling at the first quartile (ranging houses from low to 
high by Selling prices) and well over 70 per cent could have purchased 
the median house in the area. It may be noted that all houses in the 
Bay Area are produced by union labor and that it is one of the most ex- 
pensive building areas in the country. The lower quartile house (which 
is used throughout the discussion for purposes of illustration) sold for 
about $8,500 and the median house for $10,000. The buyer of the 
quartile house received a free-standing, suburban house, containing 
either two or three bedrooms and approximately 950 square feet of 
living space plus an attached garage. The median buyer in this area 
paid from one-quarter to two-thirds more than the nation-wide median 
buyer in the three previous years, as reported by the-Survey of Con- 
sumer Finances. | 

These figures are based upon an extensive survey of selling prices 
conducted by the Bureau of Business and Economic Research of the 
University of California. Houses with selling prices of $8,500 required 
$155 closing costs, and monthly payments to interest, principal, taxés, 
and insurance of $47.50 when purchased by veterans on guaranteed 
loans. The income distribution used was the census estimate for all- 
urban families in cities with populations above 250,000 in 1948, which 
probably falls at least 10 per cent under the Bay Area average. As dis- 
cussed later, it was assumed that families could pay 25 per cent of their 
.Income to cover the mortgage and tax payment.’ 

Examination of national data, particularly those of the FHA, indi- 
cates that the nation-wide picture is somewhat more favorable than that 
of the Bay Area. But it should be kept in mind that housing problems 
frequently reflect special conditions not made clear in averages and 
summaries, Such conditions may better be dealt with specifically rather 
than through general housing legislation. For example, a large number 
of housing sore spots are caused by discrimination against Negroes. In 
other localities corruption in the building industry may pull costs out 
of line. Finally, disorganized centers, commuting, and rental housing 
are examples of problems which may be peculiar to certain large cities. 

Unfortunately, too, the description of the Bay Area housing market 
brings out a total solution to our problem which is potential, not actual. 
_ It is based upon best available terms and also upon the willingness of 

Cf. S. J. Maisel, “Housebuilding in the San Francisco Bay Area,” to be published 
Journal of Political Economy (February or April, 1951); U. S. Bureau of. the Census, 
Current Population Reports—Consumer Income (Series P-60, No. 6), p. 15; “Part II, 


1950 Survey of Consumer Finances,” Federal Reserve Bulletin, July, 1950; Housing and 
Home Finance Agency, Third Annual Report, calendar year 1949, 
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` -purchasers in the lower-income ranges to pay at least average amounts ` 
from their i income for housing. ee 5; ; 
ae ~~ I | n A oa 

I had planned to continue the contrast of these two theses—the first - 
stating that houses are being produced for only the top third versus 
that stating that existing programs could bring houses within reach 

‘of all families whose income equals that of a fully employed male—but* 
I found that, while opinion was widespread that middle-income groups 
in the nation could not afford to purchase houses currently being pro- ` 
duced, there’ were.no good sources showing the statistical derivation of * 
this belief. 

The data upon which the quotations are based are not suitable for . 

- use because: they contain factual inaccuracies; they do not use the best 
available terms; they are not based on actual housing produced; they 
are primarily statements of two value judgments—that most new cons _ 
struction is inadequate for family life and that families spend too” 

` much for their housing. It should be noted, though, that acceptance — 

-of these value judgments. ‘could cause disagreement with much of this 
survey. 

I shall, therefore, go on instead to indicate the areas of government 
activity and show the type of action that has been taken in expanding ` 
the private housing market. i 

- Capital Costs. A first group of government programs Hiss dined at 

; ‘reducing capital costs through the removal of industry restrictions and 
price fixing. This area of policy has received the greatest attention, but 
_ its results to date are most uncertain. Vast amounts have been written ` 
on labor restrictions, collusive bidding, price fixing, and other monopo- 
listic practices, as well as on antiquated building codes. There have been 
campaigns of exhortation, large-scale attempts to enforce the Sherman ` 
_ Act, and sizable efforts expended on code revision. The net effects aré 

_ not ‘clear. My personal opinion is that the results have been unreward-, 
ing, probably because conditions have not been as bad as portrayed. I 
feel that when a complete study of workable competition is done for | 
the housebuilding industry, it will be found to come closer to a desired. 
norm than most industries. Certain practices may be undesirable, but’ 
they are ingrained in the institutional framework of the industry and 
can be changed only by fundamental shifts in its structure, not merely 
_ by alterations in the competitive situation. In addition, some cities and’ 
trades are exceptions to this generalization, but their effect on the coun- 
try’s ability to expand the private housing market has almost certainly. 
-been EERS 
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Another part of the government’s program has cut capital costs . 
_ through bringing about improvements in, the techniques of building, - 
marketing, and designing houses.- While results here fall far short of 
many people’s hopes and dreams, they have been considerable. The 
. industry has changed from one characterized primarily by custom build- 
ing to one in which the average house is built by an operative builder 
who attempts to adopt many of the techniques ‘of larger-scale produc- 
tion. As an example of this trend, the $8,500 house in the Bay Area 
_ was produced in the large majority of cases by firms which completes 
over a hundred houses each in the course of the year. 
_ A main factor in this change in the industry’s structure has beak the . 
` credit programs of the government. New credit terms for consumers 
have made possible a changed concept of production and aggressive 
marketing to an expanded range of income recipients. As a -result of 
the FHA’s agreeing to insure lenders against mortgage losses on unsold 
duses, the amount of construction credit has increased. ? 
cai ‘These programs have, however, achieved far less than their maxi- 
` mum efficiency. This reduction. of costs through improving production | 
was a secondary ‘and unforeseen effect of programs primarily aimed at. 
increasing credit for. homeowners. Insufficient attention has been paid to- 
the problems of how these programs might aid construction financing, 
and important cost reducing opportunities have consequently been Iost. 
This whole field of the reduction of capital costs still has many un- 
explored expanses and areas for progress, of which this failure to come. 
_to grips with the problem of construction financing is only one example. 
The newest program of the government in this field—an attempt to cut _ 
initial costs through an expanded research program—therefore holds . 
out considerable hopes for progress. It is too new for its results to be 
interpreted yet. - 
Financial Costs. The program to reduce financial costs has been more 
successful than any other sector of housing ‘policy. By financial costs, 
we refer to the outlays of cash which an owner must make in order to 
obtain and retain possession of his property. Most important are the 
down payment, including closing costs, and the fixed monthly payments 
on interest and amortization. 
While policies under particular programs vary, the basic trend has 
- been toward a zero down payment for low-priced houses with increases 
both-in percentage and absolute terms as prices move higher. Interest- - 
rates have been reduced, subsidies being paid in certain cases. Finally 
` the amortization periods. have been extended to twenty-five or thirty 
years, with longer periods available in particular cases. 
These changing terms have widened greatly the range’ of eligible ` 


he 


f 


604 AMERICAN ECONOMIC ASSOCIATION 


house buyers. This can easily be seen by considering the changes in 
availability of our $8,500 house under the existing government pro- 
grams in contrast toprevious market terms. 
' Thé changes in the down payment requirements or imona of equity 
necessary to purchase a home have been sharpest of all. Prior to the 
FHA, most lenders limited frst mortgage loans to a maximum of two- 
thirds of value. This could be expanded by the use of junior liens, but 
even so a family desiring to purchase a home would usually have to 
raise in cash at least 20 per cent of the value of the house, and fre- 
quently more. For an $8,500 house, this meant a cash requirement of 
between $1,700 and $2,900. Under government programs this has been ` 
reduced to $155 or less above ‘a VA-guaranteed loan, to between $950 
and $1,850 (depending on type) above an FHA insured loan, and from 
this amount to $3,000 in cash on a conventional loan. 

The expanding effect.of these changes on the private housing market ~ 
is obvious. If only a token down payment is needed, this requirement 
bars no one from the housing market. On the other hand, if we consider ~ 


_ as the potential private market the top 80 per cent of the income range, 


Eod 


a $2,900 down payment requirement will exceed the accumulated or . 
available savings of over two-thirds of prospective buyers. 

The effect of changes in the monthly payment to cover interest and 
amortization has been nearly as striking. They cannot be estimated as | 
accurately, though, because previous information on amortization and 
interest rates is not complete. In addition, since with smaller-down pay- 
ments the principal is higher, a lower rate of payment is necessary if 
people are to carry, the higher loan. To this extent, lower monthly pay- ` 
ments simply reinforce low down Cee and do not expand the 
market.. Let us, for purposes of comparison, indicate the size of pay- - 
ments that would be required on an°$8,000 debt, with a pregovernment 
net interest rate of 8 per cent and fifteen years amortization (this in- 
cludes first and second mortgages), prewar FHA terms of 5 per cent 
and twenty years, pre-Regulation X VA terms of 4 per cent and thirty 
years amortization. The monthly payments would be out $77, $53, 


-and $38, respectively. 


Let us translate this monthly payment difference of $39 and:over 100 
per cent into terms of potential buyers and the width of the private 


‘housing market. We find that a buyer of an $8,500 house would require 


$1,800 less income per year with existing terms. Such-a reduction in 
required income allows about one-third of all families to enter the pri- _ 


` vate housing market. These families would not, under previous terms,” 
‘have been a part of the effective market. 


A note should be introduced here repeating the often nenlected s warn- 
ings of many economists that'since changes in ae affect demand, 
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improvement in terms does not necessarily result in an equivalent re- 
duction in payments. A change in the rate of payment can be capital- 
ized into the initial price. If this occurs, the monthly payment could be 
as large and the total amount paid could be larger under easier as 
compared to more stringent terms. 

The tendency of the housing market to capitalize reductions in terms 
has frequently been commented upon. This occurs when reductions 
take place in a périod of inelastic supply so that the increased demand 
brought about by the easier credit causes a price rise rather than an 
increase in output. This has been the basis of several statements to the 
effect that easy home-financing credit has contributed to the large post- 
war rise in housing prices. As an example, last summer when financing 
terms shifted from FHA at 5 per cent to` G.I. at 4 per cent, several 
builders are said to have kept the same schedule of monthly payments 
-while raising the prices of their houses, 

‘ This is not, of course, a necessary result. If supply i is elastic, the 
inereased demand can be met with only slight price rises. In addition, 
the government’s influence over prices is considerable. The appraisals 
of both the Veterans Administration and the FHA are prime factors 
affecting prices. While most observers believe the VA failed to use its 
power properly, this is commonly attributed to inexperience and poor 
administration rather than inherent weakness. 

Incomes and Payment Income Ratios. Since the ability to purchase 
a house results from a relationship between costs and expenditures, the 
market can be expanded through either side of the scissors. If as a re- 
sult of government programs more men are fully employed, the poten- 
tial private housing market has been expanded. Similarly, the higher 
the income of the lowest paid family heads, the more money is avail- 
able for shelter expenditure. 

Just as larger incomes can increase the market, so can expansion 
result from a greater percentage of income going to shelter. Very little 
analysis has been done of the rationale of any, particular income- 
mortgage payment ratio. Widely quoted rules of thumb indicate that a 
family should be willing to pay out either 20 or 25 per cent of its income 
to cover its monthly payment on interest, amortization, insurance, and 
taxes. Both of the main government programs use 25 per cent as an 
approximate maximum. This maximum is apparently based on the as- 
sumption that even if a consumer desires to spend more than 25 per 
cent on housing, he is not a good credit risk. 

In a study of actual payments, variety is the most striking charac- 
teristic. For example, FHA data show that while people with incomes 
in the vicinity of $2,500 per year pay on the average somewhat over 
20 per cent of their income for their monthly mortgage payment, the 
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; Glia’ devaio of payments is ‘about 15 per: cent of the median. This 
means that between the first and third quartiles the amount that families 
- allocate’ to shelter varies by almost 7 per cent.of their total income. 

It appears difficult to set any proper income-expenditure ratio on 
purely economic grounds. In families with very low incomes, a maxi- 
mum shelter expenditure might be set on welfare grounds based on the - 
assumption that any amount above this maximum would, cut down on _ 
other necessities. As incomes rise; however, the consumer can determine ' 
‘the quality of housing desired compared to other, goods by adjusting `` 
his expenditures in accordance with-his preferences. Thus the market 


- may be expanded by consumers increasing théir preference for hous- + 


‘ing and raising the percentage of income allocated for this purpose. `; 

We estimated initially that. families could allocate 25 per cent of _ 
_ their income to their monthly housing payment. If this is reduced to - 
20 per cent, it would increase the annual income necessary to buy an . 
- $8,500 house by about $550 and would keep about 10 per cent of 
otherwise eligible buyers from the market. Any families in the $2, 000 
to $3,000 income range not preferring or not able to allocate this 25 
- per cént might not receive ee housing. - 


Il 


The previous section has shown how government programs have ex- ` 
panded the private housing market. Let us now consider the final point: 
‘ the urgent requirement that these programs be formed. into a clear, 
sensible, and understandable public policy’ to replace the present 
amorphous mass of conflicting methods and goals, Existing programs | 
form the backbone of the housing market. Because of failure to recog- ~ 
. nize this and sometimes because of the assumption that public inter- 
vention is still temporary and superficial, these programs have received 
a minimum of analysis. As a result their effectiveness has suffered. . 

Let-us take as a simple example the effect of low down payments and © 
Jong amortization on owners and the government. In reality, liberal: 
-terms change the whole concept of tenure. Théy may make it worth . 
while for the owner to buy but still to handle his house as a leasehold ~- 
` profiting from prosperous times, with the government assuming the risks _ 


-a of deflation. 


Effect-on Owner of New Terms, Easy terms have been criticized by 
both. liberal and conservative economists who believe that low terms 
"were adopted as an emergency measure and should have been removed `% 
` as soon as possible. They might consider Regulation X simply as a- 
first step back toward soundness. Some of these critics argue that, be- 
cause in reality it is cheaper to rent than to buy, shorter terms are pref- 
erable for the owner since lenient terms delude him into buying against 
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I have noai my belief that existing government programs ae 


__done a great deal toward meeting the housing problem. In fact, while — 


~ the costs of this policy will have to be determined and related to its’ 
value, if terms of no or low down payments, thirty-year amortization, 
and.4 per cent interest were available to all, the general problem of em- 
ployed families unable to afford adequate housing would be solved. How- 
' eyer, specific problems in particular localities and’ with respect to 
‘minority groups, as well as other flaws in the housing market such as 
lack of capacity, poor planning, and cycles of- demand, which I have 
not discussed in this paper, would still exist. This solution of even the, 
primary income-cost problem remains only potential until the existing 
_ programs are co-ordinated, clarified, and rationalized. The present pro- 
grams have glaring inconsistencies and are frequently chaotic. 

While in accordance with the original topic for these meetings my 

stress has been on the long-run effects of the government’s pro- 
“grams, it is clear that if we are now embarked upon an extended period 
of mobilization there is an increased need to rethink and reorganize our 
policy. The government’s credit policy, which has been preponderant in. 
the normal market, will of necessity play as large or larger a part in ` 
mobilization. Its results will no longer simply widen the market, but de- 
pending on Cifferences in terms, will act both to control the amount of | 
i constructior ind to ration it among groups. 

Regulatic | X has brought about some AE TE far 
less tban iş ndicated on the surface—among the several programs, At 
the same ti ie, it has sharply focused attention on this whole problem. — 
PaPa it pay furnish the aperus to accomplish pan of the needed 
research. 


Pai 


: DISCU SSION 
AROE R. Upcren: I would like to point out at the outset that omens 
single areas of trade and economic activity become so heavily freighted with , 

- an overriding public interest that those who have been in control of them ` 
must! be divested of such control and see it transferred to the public authori- `- 
‘ties. One such example i is the Canadian national, interest in.newsprint. That, _ 
interest,. in a 300 million dollar source of our dollars, cannot be left to the 
vagaries of fluctuating exchange rates. It must become -the subject of such 
contracts which guard against sporadic fluctuations and which are full in 
accord with the wishes of the national authorities. l 

After our experjence this past year (1950), with the ioui industry, we 
find it one that is far too valuable to leave to the housing experts alone. It 
must be brought under cyclical control. Last spring the terms, on which this - 
enormous “kept industry” sells this product, were cheapened by about, 30 ` 

` per cent. As a result, a family could now buy either 30 per cent more housing 
for the same monthly drain on ‘the family budget or could buy the same-- 
amount.of housing for a 30. per cent smaller monthly budgetary deduction. 
` The result was that new housing starts at once increased by about 40 per cent 
over the level that had been prevailing and over the maximum peak level ever -, 
recorded before this change - in buying terms. One, wondérs if co-operative 
housing financing had been arranged, as was urged by Senator Paul, Douglas 
(former president of the American Economic Association) , to provide 3 per 
cent money and fifty-year’ terms by national legislation, Teng the volume 
of housing would not have'exploded all ceilings imaginable. ` 
.; | What has happened is that we, have ‘discovered that by alee the terms | 
on which housing i is sold, wevare able to influence very substantially the levels 
‘of total economic activity. Therefore, housing-and its financial terms must be 
brought completely into budgetary and cyclical focus. It is entirely outside of 
‘that focus:at present because - „an, alteration by government in its financing 
_ terms, like the overcoat in the salesman’s expense account; can create an in- 
‘spired increase in total expenditures without such outlays being contained in . 
the accounts. Such expenditures are not contained, in either budgetary-in- 
cluded taxation. or borrowing. Compared to the problem of appropriately 
‘reflecting this hidden effect on. the budget, the preparation of a “cash con- ` 
‘solidated budget” is á simple task. What is needed is economic research in | 
this area and most of it will have to be done by the nonhousing experts. Their . 
competence is ‘not denied;. but they are usually viewing the trees and i ignor- 
ing the forest. , 

Then, too, we certainly need to determine whether or not we really lowered 
interest rates (that is in real or in natura terms) or increased costs of hous... 
ing. by our manipulation of terms and the interest rates: The fact that for ` 

several decades the cost of construction has risen about 1 34 per cent a year | 
faster than the wholesale price level suggests that the bias may be“due ‘to . 
' the fact that hamburgers, gasoline, and movie theater admissions are not 
financed- by borrowings, whereas houses are almost universally so ‘financed. 
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` The low interest rates affect the latter commodity but not ‘all the former 
commodities. 
Then, too, further research is needed to show what the price we cae paid 


. for expansion in housing has been. That, the more favorable terms which 


caused the housing boom are a form of a subsidy can hardly be denied, but 
one wonders if-the expansion of the tax base thereby did not perhaps produce 
an enlargement of fiscal receipts of greater value and benefit to the economy 
than the subsidy paid. If countercyclical policy is obsolete, then this con- 
clusion is important. 

Anyone who inspects the possibilities: of cyclical decline must come to the ` 
conclusion that counterdepression policy must be near obsolete. If it is to be 
made obsolete, the housing industry is one of our great weapons to that end. 


Epwarp E. Epwarps: At the risk of being called names, I should like to 
take issue with what I gather to be Mr. Bloomberg's ideas as to the role of 
the federal government in urban housing. First of all, it is my opinion that 
an apology or rationalization is necessary for every action taken by our federal 
« government, To defend the actions of our government, as Mr. Bloomberg has 
done, on the grounds that those who oppose or question them do not believe 
. in democracy is to deny the merits of the democratic process. 

The trend of events has brought us to the point where the total job now 
being done by our federal government is too large for any one organization 
to do; yet more and more programs are being thought-up, defended, and added 
to those already in operation. Probably none of these individual programs 
can properly be held to be bad. Rather, it is the sum total of all of them— 
the building of a federal colossus, the socialization of our national income, 
the transference of all decision making to Washington—that we must watch 
and protect ourselves against. In such circumstances, whatever role the 
federal government plays in urban housing ought to be one that can be dis- 
cussed frankly and vigorously defended. 

With all the alternatives available to the federal government in the field. 
of urban housing, with the emphasis on recovery that characterized so many 
of the programs initially and with the inconsistencies that exist and are known 
to exist in the various programs, we need to know more clearly than we do 
now just what role the federal government is trying to play. We might profit | 
much from a discussion of some of the federal programs in terms of objec- 
tives and results, but our speaker has discouraged this when he implies that 
anyone whose opinion may differ from his is one of the “intellectual or eco- 
nomic elite who do not believe that the people can, in wisdom, decide for them- 
selves.” 

Mr. Maisel, who from his remarks sala appear to have no serious ob- 
jection to federal participation in the field of urban housing, fully recognizes 
and freely admits the inconsistencies, the apparent absence of a basic policy, 
and the other defects in the federal housing programs. His paper therefore 

proyides for and encourages discussion. 
-~ My comments will not be extensive. I do wish to raise a few questions 
and to make a few observations. First, is it desirable that every family—or 
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' even a majority—be able to buy a new home? Is it not much more important. - 


in the long-run that the increases in our housing supply be well located, well 
. planned, and’ well constructed? If so, are not these objectives lost sight of 


. when we direct our construction into cheap housing, whether private or public? 


Second, to what extent has our present situation resulted-from an im- 


sparen federal program -not defended by Mr. Bloomberg—rent control. The . 
- federal housing programs appear to be an irrational way of rationing dwelling — 


space. The returning G.I. could not compete for a place to live in the rental 
- market since under rent control that space had already been allocated to sonie- 
- one who did not have to leave home. So the federal government attempts to 
channel new construction into low-cost homes for veterans, and offers G. |: 
loans with no down payment and terms that seem like rent. 


I am not suggesting what should have been done, but I do point out ia 
the G.I. program was in part a solution to the problem of finding a place for- 


the veteran to live—a problem which was in part created by rent control. In 


other words, I agree with Mr. Maisel that federal programs are likely. to -~ 


‘create as many housing problems as they solve. 


A third point is that we know all too little about the nature of the demand. 


` for houses, and especially the effects of credit: and credit terms on demand. 


It is not improbable that the easy credit policies of the federal government - 
have made housing more, scarce rather than more plentiful by stepping up ` 


the demand more sharply than the construction industry could ‘possibly add 


to the supply. It is so easy to forget the first principle of real estate economics; | 


namely, that the supply of real estate is relatively fixed. 

- » A final point, with reference to Mr. Maisel’s discussion of the ratios of 
- housing costs to family incomes. Housing as we know it today is essentially 
' a luxury good. How much a family is willing to spend for housing, both in 
actual amount and in percentage of its income, should be expected to vary 
| Widely, ‘both over time and between families at any given time. 


RAYMOND J. SAULNIER: In view of the wide and rapidly expanding scope of 


federal activities in the field of home construction and financing, it is im- , 


portant that the most careful attention be given to the impact of governmental 
policies in this area. Mr. Bloomberg speaks somewhat critically in his paper 
of certain predictions made in the early thirties to the effect that govern- 
mental policy in the home financing field might lead to a virtual regimentation 


of private activities. Without presuming to appraise in a word the full extent . 


, of governmental influence in real estate markets, I think it is correct to say 


that the influence of government is now felt as a dominating force at all points 


in the home construction and home financing markets. Though I would gather 


from Mr. Bloomberg’s paper that he is inclined to be impatient, if not down- - 
right hostile, to any attempt to appraise the influence of governmental hous-. 


ing policy, that i is- precisely what I propose to do, however inadequately, in the 
few minutes available to me, and I am constrained to add that I regard this 
as in no way contrary to’ responsible citizenship. 


. There are many points of view from ‘which one might appraise govern: | 


`. mental AGUSE policy, but it is the unique purpose of this meeting to examine 
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PERSPECT IVE ON THE ECONOMICS OF MEDICAL CARE l 


By ELI GINZBERG 
ee | Columbia Universtiy 


I vöi like to ‘begin these ‘remarks by calling attention to the fact 
that a program on medical care under the auspices of the American 
Economic Association. is worthy of note. I have not taken the time to 
check the records of all of the meetings held under the auspices of our 
Association but, relying on my memory, I would say that this is the 
first time during the past two decades that such a session has been held. | 

‘There might be some point in speculating about the reasons why the 

~ „subject of medical care has found its way into this year’s program; and 
further, about some of the implications that we’ might draw from this . 
fact. I suppose that if I were enamoured of a psycho-analytical inter- 
pretation of social phenomena, I would look for some member of the 
Program Comimittee who had recently encountered serious illness and ` 
had become aware of the problem by' way of the medical bills that he 
had to meet. This explanation may not be far from the mark, but there 
is surely a nearer one. ! 

During the past several ' years, large aid vocal groups of American | 
citizens have been taking sides on the question of the best methods.to' 
‘enable the lower- and middle-income groups to pay for medical services. 
There is a mounting public concern with the economics of medical care. 

=~ Since our program affords: a special place for “problem fields,” it is 
clearly appropriate for us to geo a session to the economics of medical 
- care; 

There is another point ea a session on medical care on a program 
of, by, and for economists.” As economists we. are faced with a serious 
handicap. when we'seek to analyze and appraise the structure and. func- 

' tioning of professional services about which we have, at best, a non- 
professional understanding.’ However, for many years ‘doctors and 
‘other members of the health professions. have hardly ‘hesitated to dis- 
cuss.at length the economic factors determining the demand for and 
the supply of medical resources and services. : 

The fact that medical experts have: long concerned themselves with 
economics and the further fact that economists are now becoming i in- 
. terested in assessing the cost and adequacy of medical services, suggests 
that two bodies of knowledge must be comprehended if effective social 
policy isto be evolved. But if this is true, it behooves each group of- 


— 
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experts to remember the limitation under which they operate—limita- 
` tions which grow out of the fact that they are experts in only one field, 


= not in both. For this reason, it would seem the better part of wisdom l 


for each expert to be cautious and modest in his approach, for „his ` 


' knowledge is partial, not total: It is disturbing, to say the least, to find 
> distinguished members of the medical profession warning the public that 


certain adjustments in the means of payment for medical care will bring | | 


about a socialist state; and it is equally disturbing to hear economists 


`~ ‘explain without any hesitation how the cost of medical. services could- 
- . be reduced if steps were taken to organize medical practice so that it 


would be possible for the public to gain the advantages which come 
from a larger volume and a lower overhead cost per unit. 
.. Since the other speakers on this program have assignments which 


RE 


will lead them to discuss various technical aspects of the economics of. 


medical care, I will concentrate on general considerations. I would like 


| _ to begin by indicating that the title of these sessions, particularly-the. 


emphasis on the term medical care, if narrowly defined to include only 


the art of healing, may reflect that we have set the problem in terms.of ` 


yesterday’s formulation rather than tomorrow’s. What we are really 
concerned about is the broadest possible concept of health services 


‘rather than the narrow approach of therapeutic medicine. Nor is this 
distinction a minor point in semantics. It is a matter of great importance - 


fora person to be able to secure adequate medical care in time of need; 
but it is‘a matter of still greater importance that he be able through 
effective preventive services and other methods to safeguard his health. 
Advances in medicine, preventive and therapeutic, have proceeded 
“at.such an amazing pace that it is difficult to gain perspective on what 


Ne 


is essential and what is nonessential about this progress. We now think . 


of the hospital as the most important institution in the health field, but 


it is well to recall that as late as 1890, it was the better part of wisdom 


for a sick person to stay out of the hospital if he could possibly afford: 
to do so, so great were the dangers of cross-infection. We may. be on 


the verge of a trend that will tend to reduce the importance of the hos- 


< pital in the future, at least for the treatment of inpatients. There are 


. psychiatrically oriented doctors who feel that on balance it may be.de- . 


sirable to deliver certain women at home. More important, all the ex- 


perts in the care of the chronically ill look forward to an intensified . 


development of home-care programs in urban areas which will reduce 
the numbers treated in hospitals. 


Another illustration of the rapidity of medical progréss is the state- - 


- ment of the late Dr. Henderson, of Harvard, who was fond of pointing 
out that as late as 1910 a person with an undiagnosed condition. who 
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7 was. treated by an. average physician had only a fifty-fity- die of. 


benefiting from the encounter: 
Although the great advances i in medicae have been grounded i in ad- 


- vances in the basic: sciences, there has remained, even in this most sci- 


entific era, much of the Ho enic and the faddish i in the art of medi- 


cine. Earlier in the century, it was fashionable to remove the ovaries’ 
of many middle-aged women; somewhat later almost every child had 


his tonsils extracted. After World War I, mothers were admonished to 
feed ‘their babies' according to the clock, not a minute before nor a 


- minute after the scheduled time. More recently, the exact opposite ad- 






vice was. being furnished by the country’s leading pediatricians—the’ 
baby was to be fed on demand. Earlier in the century; institutions for- 
mental patients were constructed in out-of-way places on the assump- , 


tion that mental disease was not amenable to therapy. Today there are. 
‘many reputable: psychiatrists who are seeking to convince the public ' 


at their specialty cannot only cure the individual, but the nation and 


` the world. - 


Clearly, we have great need to inh the essential from the 
peripheral—the constructive from the faddish.. In the current debate’ 
about what the American public should do to improve its health services,. 


` major emphasis i is being placed upon the need for more doctors, more 


nurses, more hospitals—for a larger number of trained personnel and 
specialized resources devoted to therapeutic medicine. Relatively little 
is said about the less spectacular but surely equally, if not more, im- 


portant potential contributions that an expansion of preventive medi- 


` cine and economic well-being can make to the health of the nation. In 


analyzing the sizable expenditures of the federal government for hos- 
pitalization and medical care, the Hoover Commission discovered that 
all but 15 per cent of the annual total of more than one billion dollars 


` was spent on direct patient care. Preventive services, education, re- 


search, training were allotted only one-seventh of the total while the - 

curative services received the rest. . a at Gy l 
Yet the greatest gains in health have come, in the first instance, from — 

immunization and environmental sanitation. ‘Although the claim is fre-. 


. quently made that, the medical profession has added,-not years, but- 


~ 


decades, to the life of man, this is a misleading statistical. generaliza- 
tion. What has. happened: is that we have made tremendous gains in ` 
reducing infant and child mortality, with a concomitant great increase 
in life expectancy at birth. But there has been little change in the life 
expectancy of the young person who reaches his twentieth year. There - 
may be significant gains in oe nes but to date only small gains have 

been registered, 


\ 


620. . ” AMERICAN ECONOMIC, ASSOCIATION 


Some indication of the importance of environmental sanitation can, 
be glimpsed from. the fact that when the water supply of the city of 
_.Philadelphia was properly guarded shortly after the turn of this cen- 
tury, there was 4 most striking reduction in the number of hospitalized - 

. persons. Previously every hospital had had one or two wards of patients — 
suffering from typhoid fever. Shortly after the improvements were put ` 
into effect, this diséase. virtually disappeared. The eradiction of malaria 
-and hookworm in the Southern states is an even more striking exam- 
‘ple of the importance of environmental sanitation. l 

_ _ One more illustration. During the Spanish-American War, our man-. 

: power losses from disease reached the appalling height of 34 deaths. 

per 1,000 troop strength per year. The present Surgeon General of. 

the “Army, on the basis of an extended visit to Korea in September, 

"reported that there were no cases of American soldiers with smallpox, 

_ typhoid fever, typhus, cholera, or other dread diseases which are gins 

- or less endemic in that part of the world. | 

The- importance: of advances in preventive medde T environ- 
mental sanitation upon the health of the community has’ been under- 
estimated, but the _ Significance of the standard. of living has been 

` almost totally. overlooked. It is questionable whether any factors-are- 

_ more important in establishing the preconditions. for health and’ for 

its maintenance than housing, food, education, and employment. 

I had the opportunity recently to testify before a Congressional 
committee ‘on a proposal, growing out of the work of the Hoover Com- | 
mission, aimed at unifying the federal hospitals which are currently » 
- operated by several independent: agencies. In my testimony, I pointed 

`“ out that although the Armed’ Forces withdrew about 40 per cent of © 
the doctors from civilian practice during World War II, the best avail- 
-able indices of the health of the Américan public—infant mortality; 
maternal mortality, arid life’ expectancy—showed a continued im- 
provement. This seemed like a statistical sleight of hand to the com- 
mittee until one member ventured the.opinion that possibly the health ` 
of the public had improved because people eat less during a war. I. 
took the occasion to point out that just the opposite formulation might 

~ be closer to. the truth—that the public was able to get on with fewer — 
doctors because so many in ‘the lower-income groups had more to eat,’ 
more work to do, and better morale—factors that oe influence 
health. 

No one who has ë ever had. an opportunity to study i in ‘some detail the _ 

conditions of life of the unemployed or the chronically ill will ques- ~ i 

~ tion-the significance of the loss of work on health. Nor is this-influence 

‘exerted solély on emotional health, for we have learned during the past 

ae of the very close relation that exists between the psyche and 
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‘the soma. Now that wé are ‘face to face with a’ partial, if not, total, 
mobilization, it máy be well to point out that during ‘World War II- 
approximately two ‘million men were rejected for. military service be- - 
“cause of mental ¢ Or emotional shortcomings, ‘and another three-quarters 
- of a million had: to ‘be separated from the ‘service for the same causes: 
- These were men ‘adjudged to: be-unsuited to meet: the demands of mili- 
tary life, although only a small Deanie of them were suns from‘ 
a specific disease: ` r 
One might gain. the i impression on the drift oft my remarks up to 
this- point that J arn, contending that health is primarily a function 
of effective preventive Services and a high standard of living; and 
that what we ‘usually define as the essence of. health services—doctors, - 
hospitals, nurses, and specialized equipment—have at best a minor role 
to ‘play.’ Obviously. this is not my intent. But I think it important to 
. establish an adequate framework for. my point of view. I have a deep- - 
a seated. conviction that we are: currently. overemphasizing the poten- 
~~ tialities of curative mediciné ‘to the neglect of the constructive influ- 
ence of preventive services |and; economic well-being. on health. | 
The real danger that flows fram..an overemphasis on curative medi- ` 
cine is thé allocation of a- disproportionate amount of resdurces to this’ 
area—disproportionate when appraised . in tetms-of the. advantages — 
of an alternative use of these resources for preventive or social services. 
In various parts | of the country—and I can speak specifically of New | 
York. State—considerable funds. are spent annually on the operation 
, of hospitals. for tuberculosis, patients, Additional funds are frequently © 
sought: for. the erection, of more hospital beds. for these patients. Much 
less effort is devoted to case-finding, to detecting and treating patients . 
at an early stage, of. the, disease; and. only picayune efforts are made 
to rehabilitating the. patient after. his tuberculosis has been arrested. - 
Hence, ‘many suffer a relapse after. they leave .the hospital. In this 
connection ‘it, is. “worth noting. that it costs approximately $13,000 to 
‘construct'a hospital bed and $12.00 to $15. 00-per day to operate. One | 
- of the major contributing factors to the spread of tuberculosis is living _ 
in overcrowded conditions. Adequate: living. quarters can still be built 
at a cost of approximately, $10,000 per family unit -or $2,500 per 
© person, -which is- only about: ‘one-fifth the cost of a hospital bed. 
"To complicate’ “matters, we ‘have a,surplus of standards to guide 
- public action. Few ` planners distinguish clearly between minimum, 
adequate, and desirable, Moreover, their estimates are frequently based - . 
on the crudest assumptions. Various federal agencies have calculated 
that. the country requires an almost astronomical i increase in hosiptal 
. beds, and an almost equally arge increase in medical personnel. These 
| ‘so-called Dreain ne put, er without adequate study of | 
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- the feasibility of staffing or supporting the expanded resources. The 
U. S. Public Health Service is beginning to recognize the dangers of ` 
encouraging the building of a large number of very small hospitals 
which can never be properly staffed; and I hope that before too long’ ~ 
someone ‘will recognize the dangers of having poorly. trained doctors. 
It-would be foolish to deny that there are many sections of the 
country that have an insufficiency of medical resources and personnel to 
-provide for a minimum, much less an adequate or desirable, standard 


=- of care. But it is important to recognize that it is no easy matter to 


`- In New York State, the Legislature, seeking to encourage the smaller 


overcome these serious deficiencies, even with large-scale ‘assistance 
- from the federal governmént. There remains a very close and intimate 
connection between a regional culture, its economic and social’ base, - 
andthe type of health services that it is able or willing to support. . 


rural communities. to build hospitals, has for years had a most liberal 
standing offer of aid, not only for construction, but for operation. But 
~ county after county that i is eligible refuses the bait, The eit \refer. ~ 
to cover their hospital needs by continuing to travel to a n, - ying : 
‘county. . ae 
You will probably hear much about the advantages and linatations 
of various types ‘of medical prepayment plans, including compulsory 
government insurance, from the other speakers at: these sessions. I 


.- am sure that someone will put forward the claim that most, if not 


all, of the current problems facing the nation on the health front 
could be solved if we established a sound basis for the payment of | 


_ .medical care. The problem of payment is serious. I ‘spent more than a 


year studying just one phase of it—hospital finances—in New York ` 
State. But I would be the first to warn against the naive belief that 
alteration in the present methods of payment, even such a major change 
as the institution of compulsory government insurance, would con- 
tribute materially to the solution of the vast numbers of problems 
which are involved in raising the health standards of various:sections — 
of the country. Just one reference in. this connection. The radical 
alteration. in the pattern of medical care instituted by the British 
when they establishéd their National Health Service has contributed 
much more to the. reallocation of existing resources than to meeting 
the fundamental challenge to increase the total quantity and quality - 
_ of the resourcés. Nor have all of the short-run reallocations been for - 
the -good. Notoriously weak preventive services have been further 
weakened when doctors responded to the superior financial advantages < 
‘in curative medicine, 
Since the levél of health services and medical care must always be ” 
' closely adjusted to the cultural; social, and economic pattern of life 


aa 
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„of -the region, objectives ahd priorities must be sectional and local 


rather than national in a country as large and as diversified as the 


, United States. The first step in raising the standards of health and 
‘medical care in the state of New York—or, to sharpen the illustration, 


in the city of New York—would have little pertinence for meeting the 
needs of Butte, Montana, or an agricultural county in Arkansas. For 
this reason Ithink that much more mischief than good comes ‘out of 


‘the claims frequently put forward by professional leaders that their 


specialty, be it psychiatry or rehabilitation or any other of the “short- 
age areas,” requires tens of thousands of additional personnel to meet 
its minimum requirements. What the public needs to guide its actions 
intelligently are not impractical and dubious — but intelligent 
and realistic priorities. 

The essence of my contention is simply this: There are a great many. 
objectives which must be accomplished if the people of the United 


States are to enjoy a better life through better health. But the priority 


among these objectives must’ be adjusted to state and local conditions. 
This is not to deny that.federal action is also necessary and desirable. 
In deciding upon the objectives and in establishing essential priorities, 
reliance must be placed on two principles. First, an effort must be made 
to view health in the broadest possible context and to realize that ad- 
ditional resources should be made. available in a manner that will en- 
able the community to get the most for each additional dollar. In one. 
area this: may be'through the building of a specialized hospital; in 
another, through the establishment of a county health service; in a 
third, through slum clearance. The second principle involves the recog- . 
nition that all instrumentalities that can contribute to progress must 
be brought into play, from the individual to the federal government. 
I fear that we frequently overlook not only the relation between the 
individual’s economic position- and his health but the relation. between 
his, education and general understanding and his health. Beyond the 
individual, there are a host of important professional, business, and 
voluntary ‘groups—all of which have a significant part to play in a total 
health program. Moreover, the essential elements of a successful pro- 
gram require that each group, acting individually and co-operatively, 
meet its responsibilities.~ ` 

First, there is the problem of securing an adequate numba of proper- 
ly trained personnel, not only doctors, but public health experts, den- 
tists, nurses, and technicians. Many informed persons question whether | 
our ‘medical schools are today admitting just the right number of 
qualified students and are educating them in the most effective man- 
ner. Priority consideration should therefore be given to the educa- 
tional reform of and financial support for our medical schools. 


\ 
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We eed ganna on how to improve the quantity and gial of 
our. hospital facilities, not t only- for the patients customarily treated 


_ in these specialized institutions, but for: the still larger numbers of © 


outpatients who could profit from a reorganized pattern of. care. Non- 
profit and profit organizations. that are currently engaged in selling’ 
medical prepayment policies should explore methods to increase the 


=. numbers who are covered and the quality of the coverage that they 


offer. Government at every. level—local, state, and federal—should 


„establish priorities for expansion in preventive services, specialized: 


hospitals, education, or research. And to the extent that. other groups © 
fail to meet their responsibilities, government must be ey to step - 


into the breach. 7 


-ay 


I haye probably gaved too much, too hastily. But I have wanted to 
point to the major guideposts rather than to the bypaths. And So in’ 
conclusion, I.would like to summarize what I believe to be the prin- 
cipal points of this discussion. Health involves much more than ‘the, 


. provision of adequate medical care, though medical care obviously has ~ 


an important part to play i in the establishment and in the maintenance 


‘of effective health. It is.an error, particularly for social scientists,. to , 


think of:health as an entity separate and distinct from the other essen- - 


‘tial determinants: of life—food, housing, education, work. Second, the ` 


greatest contribution can probably be made by the expansion of pre- 
ventive services based on advances in research, in the basic and the 
applied sciences, Third, efforts to improve the nation’s health must. 


> take into consideration the great diversity in the patterns of life which 


typifies our country. This, warns us to beware of simple solutions which 
claim that all problems will be solved by the adoption of a particular 


approach. Fourth, we must keep in mind the fact that health cannot 


be provided. by any one agency, not even by the federal government, 


‘but’ requires the continued effort of the great galaxy of institutions — 


which compose a modern society, from the individual ‘himself, to the 


highest organ of government. 


And, finally,.we must always bear in mind. that we are e dealg with 
a highly dynamic problem in which today’s objectives and priorities 


. become tomorrow’s antiquated practices. Health, like happiness, is 


an objective always to be sought, even if it can never be fully attained. 


BIBLIOGRAPHICAL NOTE: A more detailed treatment of various view- | 
points expressed: in the text can’ be found in the following ‘studies in 


. various aspects of medical economics and related problems that I have ` 


had under way during the past several years. 


The Unemployed: I—Interpretation. Case Studies (Harper & Brothers, 1943). 
A Program for the Nursing Projession (Macmillan Sompa 1948). 
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A Pattern for Hoipital Care (Col ia University Press, 1949 es oe 


)i ` 
“The Economics -of ‘Caring for Patients with -Chronic' Disease,” Social Wajare Forum 
' ' 1950. (Columbia University Press,|1950), pp. 155 ff. - 


eet a and ‘The Public,” Tomorrow's H orison in Public Health- (Milbank Memorial 
: und, 1951 Ei 


“Federal Hospitalization: I—The Setting. Th--Curtent Trends; I1T—The Problem Today,” 
Modern Hospital, April, August, and December; 1949., ` 


. “Statement and Letter of Elj Ginz berg,’ United Medical Administration, H.R. 5182; Bist 
-Cong., 2nd sess. (Government Printing’ Office, 1950), pp. 107 fi, 211 ff. 
“Economics of the Hospital System,” Proceedings of the the Annual Congress’ on, Medical | 
Education and. Licensure (Chicago), February 7 and 8, 1949, l , 
“British Planning for, Health and Welfare,” ‘Modern: Hospital, werd 1950, . 
“Tomorrow's Psychiatrist,” Menninger Clinic Bulletin, March, 1945. is. 


“Su on American ea ii 2 za Scientist,” American. Journal. of Psychiat, 7 
une, 1950.. `= 
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MAJOR ami ‘OF ACHIEVEMENT DND DEFICIENCY 
DESI By FRANZ GOLDMANN 
_ Harvard aces ‘School, of Public Health . 
le ~ = 

In recent years all the old-established programs of medical care for 
civilians have been revised and improved and many new. ones have 
_, been established and rapidly expanded in the United States, These pro- 
~ grams were ‘born of no theorist’s dream. They were forced into being 
by “the hard logic of events”—the rapid advance of scientific medicine 
‘and the profound socioeconomic changes resulting from the techno- 

logical revolution. Their very existence testifies to society’s willing- 
~ ness to adapt medicine and the related professions to social needs and 
uses through comprehensive service programs meeting high standards. 

' At present numerous and diverse programs of medical care are int 
_ operation, and many community health organizations include provision 
of medical care in their activities to a widely varying extent. Essen- 
tially, these services may be classified in three broad categories: (1). 
public medical care, financed out of general tax funds and administered 
by: public agencies: -(2) voluntary. medical care insurance, financed 
through earmarked regular prepayments by subscribers only, em- 

' ployers only, or employees and employers jointly, and administered 
by voluntary organizations; and (3) social insurance, financed mainly ~ 
by “premiums” paid by employers and supervised, and in some in- 
stances also directly administered, by public agencies. 

The programs classified as public. medical care comprise a laige 
number and great variety of fundamèntally different programs. One 
type is designed for medical care of individuals -belonging to certain. 
socioeconomic groups, including the veterans, merchant seamen, medi- 
cally needy, recipients of public assistance, and various smaller groups. 
Another type provides for medical care as part of efforts to control 
certain diseases of socioeconomic importance, such as communicable 
diseases; psychiatric disorders, physical handicaps, dental diseases, 
malignant tumors, and others. 

‘The voluntary ‘medical care insurance plans include straight cash 
' indemnity plans; service plans, and “combination plans.” The. cash 
indemnity plans allow stipulated sums of money up to a certain maxi- ' 
mum toward the insured’s expenses for specified professional services, , 
hospital care, or both. They are sponsored by commercial companies i 
and also by a number of nonprofit associations. The service plans 
_provide their members with specified professional. services, hospital — 
eee or both, and usually are operated by nonprofit associations. 
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Both service and N are offered under different contracts 
by many organizations. | 
The principal type of social insurance E for medical ` care 


">is known as workmen’s compénsation. The pertinent laws protect in- . 


dustrial workers against the economic risks of occupational accidents 
and diseases through the provision of both medical care and compen- 
sation for loss of income due to disability or death. In-addition, the - 
state of California in 1949 has introduced compulsory insurance against - 


the cost of hospitalization for all workers covered by unemployment 


, insurance. 


~ 


Casi 


t Ü ý TI 7 
In 1949, the total national expenditures for medical care of civilians ` 


amounted to about 10.6 billion dollars, or $70 per person, in contrast 
to about 3.6 billion, or $30 per person, in 1929. These expenditures 


‘represented 4.9 per cent of the national income in 1949 against 4.4 
“per cent in 1929. 


In the last twenty years both the general tax funds spent for medical’ | 


care of civilians and the funds raised through the method of insurance 


. for this purpose. have multiplied and come to constitute a steadily grow- 


‘Ing proportion of the total national expenditures for medical care of | 


civilians. In 1949 the general tax funds allotted amounted to about 
2.5 billion dollars and constituted about one-fourth of all national 
expenditures for medical care, in contrast to about 500 million, or- 


` approximately one-seventh-of all’ pertinent expenditures, in 1929. _ 
~ Twenty. years ago the method of insurance was employed- for the 


financing of medical care on a very limited scale only, mainly under 
workmen’s compensation laws, and the total amount of money ex- 


> pended by insurance organizations represented an infinitesimal frac- 


tion of all national expenditures for medical care: Since that time 


_ the picture has changed considerably. In 1949, about 700 million dol- 


lars was paid by commercial companies and nonprofit’ voluntary 
plans offering insurance against specified costs of medical care; these: 
payments accounted for about 614 per cent of all national expenditures 
for medical care of civilians and for approximately 11 ‘per cent of all 
private expenditures for this purpose. The payments for medical care 
of employed persons covered by workmen’s compensation were esti- 
mated at close to 200 million dollars, against. some 70 million i in 1929. 


ie. F . Ill 


Recognizing the interdependence of an effective “service organiza- 
tion” and an effective “payment organization,” public as well as volun- -. 


i 


_ ‘tary agencies responsible for medical care programs have taken vari- 
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ous step to assure the availability of services by members of the health 
professions and by clinics, hospitals, and related institutions. . 

Physicians and members of related professions in independent pri- 
vate practice have come to be widely utilized by both official and ` 
voluntary agencies, and their participation in organized programs has 
_ been formalized in many instances. Noteworthy is the tendency to 
substitute collective agreements negotiated between professional as- 
sociations and administrative ‘agencies for the old policy of making 
individual contracts with some physicians, dentists, and others and 
to make orderly arrangements for the compensation of participating 
private practitioners. Simultaneously, full-time hospital staffs have 
been used increasingly to render. service to both inpatients and out- 
patients covered by certain programs. The co-ordination of their. ac- - 
tivities with those of physicians and dentists in private practice has 
received growing attention and been achieved by some programs, espe- 
cially that for war veterans. In an effort to foster teamwork in render- 
ing comprehensive service of high quality, group practice organiza- ` 
tions have been developed primarily outside of hospitals and, lately, . 
also more frequently within hospitals, where the idea was originally 
tried out. Under such a system a smaller or larger number of physi- 
cians and members of related professions work together in systematic 
assocjation, using a medical center as headquarters. 

At present the large majority of all physicians and dentists render- 
ing direct service under organized programs of medical care are pri- 
vate practitioners in individual practice who are compensated for their 
` services on the basis of the fee-for-service method, the part-time 
salary system, or the flat-rate method, in this order of frequency. The 
minority hold full-time salaried positions with hospitals, primarily ` 
governmental and less frequently nongovernmental hospitals, or with 
voluntary organizations, mainly nonprofit associations sponsoring 
voluntary medical care insurance plans and occasionally industrial com- 
panies supporting medical care programs for their employees or the 
‘employees and their family dependents. 

For hospitalization some public agencies operating medical care 
programs use almost exclusively governmental hospitals; that: is, hos- 
pitals built and operated by city, county, state, or federal agencies. 
Others avail themselves of theif own hospitals preferentially and of 
nongovernmental hospitals to some extent. Still others rely entirely 
on nonprofit voluntary hospitals, proprietary hospitals, or both, owing 
to the absence of governmental institutions in their area. In contrast 
to earlier times, public agencies have shown a tendency to pay par- 
ticipating nongovernmental hospitals on the basis of actual cost per 
patient day and to conclude with them more or less formal agreements 
defining the obligations and rights of both parties. Of the voluntary 
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agencies administering medical care programs, the large majority per- 
mit their members use of any hospital, regardless of auspices, or only 
of those accepted for participation, and a small number, especially 

= nonprofit associations in rural areas and some large industrial com- 
panies, are maintaining their own hospitals. As a rule the nonprofit 
plans operate on the basis of contractual agreements with both sub- 
scribers and co-operating hospitals and make direct payments to the 
hospitals for services covered by the contracts. Most of the commer-. 
cial companies have no formal understandings with hospitals but some 
have recently begun to pay the allowed amounts of indemnification 
directly to the hospitals rather than to the policyholders. 


IV 


At the end of 1949, programs of public medical care were available 
to more than 25 million persons, voluntary medical care insurance 
plans to about 66 million persons, and social insurance programs to 

~- close to 40 million persons. These figures. denote eligibility and must 
not be added up for the purpose of determining the total population 
served. A very large proportion of these people are protected by dif- 
ferent programs for different health conditions to a different degree. 
The extent of these duplications, or triplications, is not reliably known, 
but there are good reasons to assume that workers covered by work- 
men’s compensation laws constitute a very substantial fraction of 
those enrolled in voluntary medical care insurance plans, that there are 
considerable duplications among the persons enrolled in various types of 
voluntary insurance plans, and that many of those entitled to public 
medical care also have some kind of insurance against cost of medical 
care. l 
In the aggregate, the persons eligible for service under one program, 
or two or more combined, constitute more than half the civilian popu- | 
lation. The increase in coverage during the period 1930-50 is extraordi- 
nary. But the test of the value of medical care programs is the degree 
of protection afforded and the quality of service rendered rather than 
the number of persons covered. A scientific appraisal of the existing 
programs must determine the type of health conditions covered; the 
- type, scope, amount, and period of provisions offered; and the quantity 
and quality of service actually rendered. The medical care received 
must be measured against the standards of adequacy set by the profes- 
sions involved, taught by the leaders in the field, and met by the most 
advanced organizations. | n 
The provisions for the war veterans apply to any service-connected 
disability, without restrictions, and, in addition, to nonservice-con- 
nected disabilities, diseases, or defects requiring hospitalization, pro- 
vided that the veteran “is unable to defray the necessary expenses 


/ 
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therefor.” Each of the numerous specialized public programs for the 


` control of diseases of socioeconomic importance is strictly limited to 


one group of diseases or defects, The general programs of public medi- 
cal care for recipients of public assistance and -the “medically needy”. - 
(defined as persons able to maintain- themselves but unable to pay the 
full cost of the services needed ) rely on the specialized programis for 
the control of certain diseases in cases falling within the province of 
` such programs. With this qualification, some—probably the minority— 
extend their provisions to any type of illness regardless of stage, and 
others confine their activities to acute conditions requiring general 
hospital care and to’ prolonged illness reqiirmig eH NnOna: care of 
the custodial type. . 

'. The voluntary medical care insurance plans Simi service of in- 
: demnification in the event of nonoccupational illness and accident and, 
_often, also of maternity. Almost all list a widely varying number of 
health conditions barring applicants from acceptance or excluding 
members from prepaid service completely or partly. The large ma-~ 
jority are. limited to narrowly circumscribed health conditions, and 
many place restrictions on the amount or period of service in case of 
specified types of disease. 

The provisions for medical care under the workmen’s compensation 
l acts in the forty-eight states and similar federal laws covering em». 
ployees outside the jurisdiction of the states apply to occupational 
accidents as a rule and to a varying number of occupational diseases - 
in the majority of all instances. 

, In, type, scope, amount, and period of provisions’ the existing pro- . 
grams differ greatly. A ‘large. proportion of the people covered, prob: 
ably one out of two, are eligible for cash benefits only if stricken by ` 
nonoccupational disease or injured by a nonoccupational accident. As 
a general rule the indemnification is subject-to limitations on the total . 
amounts allowed for specified types of expenses, on the number of 
reimbursable services, the period of payment per case of illness or per. 

year, ard the total sum allowed during a period of disability or in the 
`` course of a year. Of the programs furnishing direct service, the minority ° 
provide all the essential professional and institutional services in the 
. amount and for the period required; others are limited to one type, such 


" as’ ‘hospital care, or one group of professional services, such as: those - 


for hospitalized patients. » Still others impose restrictions on the e 
for which medical care is furnished, the amount of service, or both. 
Accurate information on the quantity and quality of medical care . 
actually received by the people eligible for service is available for a -` 
_ few programs only. Noteworthy for their achievements in A 
service of E ENE as wel as quantitative adequacy are the program — 


e 
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of the Veterans Administration, the crippled children’s programs in 
most of the states, a small nuimber of group -practice prepayment plans, 
_ and the programs for students at a few universities. Other programs 


"especially the voluntary insurance plans for hospital care known. as.’ > 


“Blue Cross” plans—have made great strides toward the goal of fur- 


nishing quantitatively sufficient care in general hospitals for partici- . 
_. pants with acute conditions. The programs for the recipients of public 


Eg 


assistance provide certain types of service or a limited money allow- . 


ance to anywhere from less than 10 per cent to more than 40.per cent 


of those accepted for public aid. Outside large cities the provisions ` 


for this group consist primarily of hospitalization and care in institu- 
tions of the custodial type, with home care by physicians, nurses, and 
others, office care by physicians and dentists, and clinic care playing 


a minor role. All evidence points to the conclusion that the total serv- © 
ices received by recipients of public assistance in the large majority. 
of all communities fall far short of both quantitative and qualitative © 


~ standards, and that hospitalization is often provided more frequently 


and for longer periods of time than medically necessary, due to either- 


the poor socioeconomic and environmental conditions of the sick or the 

absence of other equally effective and less costly health services. , 
Almost all programs are limited in scope, amount,.and duration of 

service or cash benefits, in application to-type or stage of illness or 


accident, or in both. Comprehensive. médical care, including preven- _ 


tive services as well as treatment and applied to any health condi- 
tion, is furnished to a few million persons only, and then under several 
administratively separated programs. Compared with the meager pro- 
visions available in 1930, the services and cash benefits supplied by 


the various programs in 1950 constitute a very great improvement. ` 


€ompared with accepted standards of quantitative and qualitative 
adequacy, they are deficient in most instances. Moreover, a large 


proportion of the population, especially people in rural areas and those, ` 
in the lowest income groups, are neither covered by insurance pro- — 


grams nor protecteq by public medical care except in case-of certain 
diseases. 


x r 
Although remarkable progress has been made in soċial organization 
of medical care, further substantial improvements - in both “service 


organization” and “payment organization”? are imperative, if the 
generally accepted objectives are to be attained. All evidence points, to 


the conclusion that determined efforts must be made to prevent disease ` 


which can be prevented; to decrease the frequency of serious acute 


_ illness, complications, and chronic illness by early diagnosis and. 
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prompt and thorough treatment; to ease the financial burden of sick- 
ness for the individual and family; and to reduce the staggering losses 
to the national economy from premature death, temporary and per- 
manent disability, and apais for medical treatment and vocational ` 
rehabilitation. 

The present major types of programs—public medici care, volun- 
tary medical care insurance, and social insurance—constitute a hodge-- 
podge of measures vastly differing in eligibility requirements, type, 
scope, amount and period of provisions, and administrative organiza- 

tion. Obviously, the immediate task is to round out and co-ordinate 
existing programs that have proved their value. This requires, first of 
all, decisions on the basic policies to be followed in moving toward 
the near-term goal. Among the many issues to be settled the following 
appear to be of paramount importance. Should medical care programs, 
regardless of auspices, provide for comprehensive service in health and 
sickness or for protection against the cost of specified services to the 
sick through payment of limited cash benefits? Should organized pro- 
- grams, no matter how they. are financed, be designed for use by the 
whole population or by certain socioeconomic groups only? To. what 
extent should government participate in the organization of medical 
care programs through permissive or mandatory legislation, establish- 
ment and operation of programs of public medical care, financial aid 
to voluntary organizations, and use of tax funds to pay for services 
rendered by professional persons in private practice, voluntary hos- 
pitals, and voluntary health agencies? Should the funds necessary for 
the support of medical care programs: be’ obtained primarily from 
general tax revenues, primarily through the device of compulsory in- 
surance, or through combination of taxation and voluntary insurance? 
In the latter case, to what extent and under what conditions should 
general tax funds be allotted for the purpose of subsidizing nonprofit 
voluntary insurance plans directly or indirectly? Is it wise public policy 
to rely on the “categorical approach” by establishing more and more 
tax-supported programs, one set designed for medical care of individ- 
uals belonging to certain socioeconomic groups and another set pro- 
viding for medical care as part of efforts to control certain diseases 
of socioeconomic importance? | 

These are difficult questions to answer. They must be discussed with- 
out resort to catchwords. Slogans do not solve social problems. They 
` are no substitute for service. What is needed is, first of all, a scientific 
rather than emotional approach to the solution of the problem, with - 
consideration on the basis of public interest; and, secondly, co-opera-. 
tion of all groups and all governmental and nongovernmental agencies 
-= concerned in formulating feasible projects for the future. 


REQUIREMEN TS FOR PHYSICIANS 


By HERBERT E. KLARMAN 
Hospital Council of Greater. New York 


I. Need as a Standard for Requirements 


In the field of medical care, a shortage in personnel or in facilities 
is conceived of as the difference between the numbers available to 
render service-and the numbers needed. The use of need as the stand- 
ard of adequacy is common to all discussions of medical care, both 
technical and popular, and is adhered to with remarkable consistency. 

Why is need the accepted standard in medical care when it is, at 
best, a subordinate concept in other: areas of economic activity? I 
believe that need rather than consumer behavior in the market is the 
prevailing standard in .medical care because by tradition we aim to 
make medical care of good (or adequate) quality available to all people, 
regardless of economic status and willingness to pay for it. 

Individuals and organizations who frequently differ on other impor- 
tant issues in the field of medical care agree on the desirability of per- 
petuating this broad aim. For example,’ the Medical Association of 
Alameda County, California, has advertised to the effect that “medi- 
cal care is unlimited to the destitute, to those of reduced means, to 
everyone.” The Association guarantees it to all persons who need it, re- 
gardless of ability to pay. “If you need medical care, ask for: it.” 

Professor Leavell, of Harvard, representing the American Public 
Health Association before a Congressional committee, testified that 
a major objective is “to make available to the entire population all 
essential preventive, diagnostic and curative services—people must 
not be separated from medical care for economic reasons.” 

In his report to the President, Administrator Ewing said: “We must 
imeasure our resources and services against the actual health and medi- 
cal needs of all the people, without regard for their individual aaah 
to pay.” 

II. The “Medical” Approach 

If need is accepted as the standard, how does one measure it? Almost 
twenty years ago Lee and Jones tried to arrive at a “conservative and 
‘reasonable standard which members of the medical professional regard 
as sufficient and appropriate.”? They would do this by estimating 

1 Alameda County advertisements, reprinted in Hearings on a-National Health Program, 
1949, Part-2, before a Subcommittee of the Senate Committee on Labor and Public Wel- 
fare, Bist Cong., Jst sess, June, 1949, pp. 880-883; Hugh R. kewe Hearings 1949, 
Part 2; p. 566; Oscar A. Ewing, Nation’s Health (Washington, 1948), p. 7 


1 Roger I. Lee and Lewis Webster Jones, The Fundamentals as Good Medical Care 
(Chicago, 1933), p. 11. 
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: the probable incidence. of i injuries and diseases for each age and sex > 


_ group in the population and the quantity of services: required to’ care - 


"for each event. > 


A 


They found that a “standard population” of 100 ,000 would require” 


270,000 physician-hours’in a One year. In turn, this implied a need 
for 135 physicians. 

Lee and Jones did not try to shecie their complete disregard of 
economic considerations. Lee and Jones stated: “Tae need for medi- 


cal care is a medical, not an economic concept. .. . _It.can be defined ` 


‘only in terms of the physical conditions of the aol and the capaci- 
ties of the science and art of medicine to deal with them." ` 

- I question the validity of.this approach. to the problem of defining 
need for medical care because I do not see how economic considera- 
tions can be disregarded. To allocate resources to medical care. is to 
forego their employment elsewhere. It cannot be contested that for the 
economy as a whole, as well as for individuals, there are many and 
diverse uses for income, some of which are just as compelling as medi- ~ 
cal care. Medical personnel and medical facilities cannot be given an 


` absolute priority under all circumstances. 


Nor should they be. Medical care is not by itself ¢ a desirable object 
of consumption‘ it is useful only insofar as it contributes to better. 
health. The health of a people is more likely to be served by a balanced 
pattern of expenditures than by the dominance of any single item. 
Among the items to be considered are nutrition, clothing, housing, 
education, and recreation. This is not to say that even the pursuit 


of good héalth- can be acknowledged as an absolute goal. 


To express hy doubts in another way: would one define medical - 
needs at the same level for a country, such as India, as for the United 


"~ States? If economic consideration could truly be disregarded, ‘it would, 
-of course, be expected that medical needs for India would be set at 


least as high as‘for this country. If that were done, very little would 


. be left for food, shelter, clothing, etc. 


Because it isnot possible to calculate‘need in terms of medical cri- - 


g teria exclusively, recent attempts to estimate need have employed 
_ past: experience as a springboard, Presumably, ‘actual ‘utilization of 


medical personnel and facilities must-be within the permissible bounds 
set tay the economic capacity of:a community. 


TII. The Need for Physicians _ 


Usiaily the néed for physicians is estimated on the basis of the ratio 
of physicians to population that currently prevails át a selected point 


in an array of states or health service regions. 


* Ibid., p. 111. 
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The National Health Assembly eniployed as one of its standards the 
weighted ratio of physicians to. population in the twelve states with . 
the highest individual ratios and arrived at .an. estimated. need for 


254,900 physicians in 1960 and a projected shortage of 42,000.* . 


In 1949, Mountin, Pennell, and Berger, of the U. S. Public Health 
Service, estimated need on the basis of three alternative standards, 
representing ratios of physicians to population at the 12th, 16th, and 


37th health service regions, respectively, in an array of 126 regions. - 


Gross needs, inclusive of retired physicians, are estimated for 1960, 


"as follows: Standard A, 272,000; Standard B, 261,000; Standard C, 


244,500. Estimating a maximum availability af 221, 000 physicians in 


1960, the anticipated shortages are 45,000, 34,000, and 17,500, respec- l 


tively. 5 It should be noted that the estimates assume that all regions: 
below the standard ratio will be raised to it, but that regions which 
are above the standard will retain their present ratios. - 

Both studies have received close scrutiny from Professor Dickinson, 


Director of the Bureau of Medical Economic Research of the American . | 


Medical Association. Among other criticisms, he objects to the choice - 


of 1960 as the date by which the prospective shortage should’ be sub- ` 


stantially overcome.® Since the ratio of physicians to population has 


‘been increasing during the past twenty years and is likely to continue 


to increase, he would prefer a more distant target date. On this ques- 
tion, I must beg to differ.. Medical knowledge and application are 
rapidly changing and medical organization may change. It is hazardous 
to project needs beyond a decade. An early target date is preferable, 
particularly if the problem is framed in a manner that permits the 
testing of the answer against facts. Such an approach implies, at the 
least, development of techniques for ascertaining needs—hence, short- 
ages—at any given time, especially today. 

His second objection, which is very well taken, is that the National 


Health Assembly study and the report by Mountin, Pennell, and Berger 
‘find a shortage of physicians because a shortage is implicit in their as- 


sumptions. If a certain point in an array is selected as the standard 
to which all points below it are to be raised, while all points above the. 
standard may retain their present’ status, a deficit is clearly implied. g 


. That is not erroneous per se, if there are acceptable reasons for desig- 


nating the selected point as the standard. But what do we know of” 


| ‘ America’s Health (New York: National Health Assembly, 1949), P 9 

* Joseph W. Mountin, Elliott H. Pennell, and Anne G. Berger, Health Service Areas: 
Estimates of Future Physician Requirements (Public Health Bulletin No. 305, 1949), pp. 
11, 15, 89.. 

“Frank G. Dickinson, An Analysis of the Ewing Report (Bureau of Medical Economic | 


_ Research, American Medical Association, Bull. 69, +049), pp. 8-9. 


_ 1950). 


‘Ibid. Also Dickinson, The Alleged SE of Physicians (BME.R., A.M.A., M-31; 


A 


/ 


636 ` AMERICAN ECONOMIC ASSOCIATION 


the ieee of medical care at any of the’ selected points, A, B, ‘or C? 
There have been no detailed studies of their medical resources, how _ 
‘they are ‘employed and the extent to which they are kept busy, ‘on 
the one hand, and need, on the other hand. A 

Professor Dickińson has also shown that the numerator of the physi- l 

"cian to population ratio employed- as- the standard in each. study in- 
cludes interns, residents, teachers, administrators, physicians’ in indus- 
trial practice, ‘etc:, ‘who ‘cannot be distributed in proportion to, popula- ’ 
fion. If they received: separate treatment; the difference between the. 
ratio in the standard region and elsewhere would decline and the ` magni- 
tude. of the apparent shortage would be- reduced. , 

Nothwithstanding these criticisms, the method ‘of the over-all ratio 
‘of physicians to population: has been employed by its opponents to 
suggest that a substantial shortage in physicians does not exist today. — 
It is stated, for example, that,.this country’s physician-to-population . - 
ratio is. substantially higher. than that of any other country. Further, 

-it is shown that the trend of the ratio in this country has been upward ~ 
" since 1929, most markedly ‘so during the forties, and that with the . 
opening of six approved medical schools in'the past seven years, the ~ 
- upward trend will continue. Finally, to employ as a standard today ` 
the same ratio as in 1940, or a’higher one, is to overlook the 1 improve- | 
ment that has taken place in the. productivity of physicians. Faster 
-‘and improved transportation, concentration of patients in hospitals, f 
the new drugs; and. the employment of ausnar personnel have ae 
‘creased physiciais’ productivity.* 7 

`. It'has also been pointed out that the ratio of phys cans to Soul: 7 
tion is poorly correlated with various indexes of health, such as ma- ` 
ternal deaths, infant’ deaths, life expectancy, etc. This would seem 
. to render suspect the. use, of the physician-to -population ratio as a 
measure of need for.health services and medical care. a ; 

In my ‘opinion, it is. almost axiomatic that certain an e : 
` characteristics and economic factors are major influences on the health 
of a population. ‘The fact remains that medical care is also Epon: 
How, then, is the need, for medical care determined? 

It is recognized that the need for-medical services embraces pre- ` 
‘ventive and diagnostic services, as well as therapeutic. The standard ~ 
,of need is best measured under these conditions: (1) services are com- -" 
prehensive. i in scope; (2) they are available to a ‘population of known — 
age and sex composition ; (3) they are freely used by patients, because 
there are no obstacles to the receipt of an additional individual service; a 


, 8 Frank. G. Dickinson gid Charles E. Bradley, Comiansons of State Physicians —Popu- 
'\ “lation Ratios e 1938 oe 1949 aera AMA, Bull. 78, i. pp. 4-5, 10, and 
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(4) total services are subject to over-all supervision by physicians; 
(5) the limit on total services rendered is set by the available medical 
. resources that can be purchased at reasonable prices by a known out- 
lay; (6) the size of the outlay must be related to the economic ca- 
pacity of the population served. These conditions are met when a medi- 
- cal group renders comprehensive services to subscribers of average 
means who prepay for their care. 

Among the most prominent undertakings in group medical care is 

the Health Insurance Plan of New York (HIP), now almost four years 
' old.’ Charging an annual premium of $34 per person, it furnishes, 
through its affiliated medical groups, comprehensive medical services 
to its 250,000 subscribers. Although certain medical conditions are not 
eligible for care, most of the excluded conditions are recognized as the 
legal responsibility of some agency of government. 

Study of HIP reveals the volume of medical services rendered to vol- 
untary subscribers for whom the cost of an additional service is zero 
(disregarding costs of transportation, time spent, etc., which are present 
under any scheme of providing and paying for medical care). The effect 
of insurance on the utilization of medical services is already taken into 
account; preventive measures are encouraged; the individual subscriber 
who voluntarily continues to pay premiums is, presumably, more or less 
satisfied with the level of care he receives; and professional standards 
of care are observed by supervising committees of physicians. These 
are important advantages to using” HIP experience to determine a 
standard of need for medical services. 

The HIP data suffer from certain defects, which can be overcome in 
time and with further research. It would be hasty, however, to accept - 
as the standard of need the HIP experience of.4.7 physicians’ services 
per subscriber per year, leading to a requirement of 125 physicians per 
100,000 population for medical care. To obtain a complete picture, it is 
necessary to add the number of physicians who render care to HIP 
subscribers in governmental hospitals or under the auspices of the work- 
men’s compensation laws., On the other hand, it is necessary to recog- 
nize that few physicians connected with the thirty HIP groups serve in- 
sured patients exclusively. Most HIP physicians carry on an individual 
private practice. Similarly, a probable increase in the volume of pre- 
ventive and diagnostic services (and in the rate of discovery of ill- 
nesses) implies a larger need for physicians in the future, while the 
elimination of accumulated backlogs of medical needs of new sub- 


* George Baehr, “Health basg Plan of Greater New York,” reprinted from Journal 
of the American Medical Association, June 17, 1950, pp. 637-640 and “Professional Services 
under Medical Care Insurance,” presented before. Medical Care Section, American Public 
Health Association, Notes 2, 1950 Enea) 
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, scribers and the increased use of auxiliary peršonnel dignity smaller 
_needs. . 
Most students would also expect an increase in the need for physi-- `- 
_ cians because of the aging population. This is still a moot question. - 

Analysis of the HIP experience for the year 1948 by Dr. Deardorff 
suggests that the needs of the aged for medical care may be lower than 
most of us believe. Her findings indicate that the highest rate of utiliza- 
tion of medical services is connected with childbirth, when both the ' 
© mother and the.infant require considerable attention. Persons over 
sixty-five years of age do not utilize more medical services than do other 
‘adults. 
Dr. Déardorff concludes: “Many older working persons with chronic 
conditions need only periodic check-ups to keep their disease under con- > 
‘trol, combined with a regime which protects them from over-fatigue and 
from special hazards that- -may exacerbate their condition—weather, 
worry, wrong diet, etc... . When they cannot follow. the prescribed. 
regime, they need the help of a resourceful social worker or of a first. 
` rate nurse more than they need a physician.” 

To arrive at a realistic estimate of need for all physicians, we would . 
add to the HIP standard for medical care, suitably adjusted, the fur- 
ther, and smaller, requirements for public health personnel, administra- 
tors, teachers, and research scientists, I hesitate to make such an esti- 
mate at this time,-because the data required to-adjust the published’. 
HIP experience are not at hand, The entire experience is recent, em- 


< ployment of auxiliary personnel, ‘such as visiting nurses, is still rising, 


„and the growth in subscribers tends to obscure changes í in utilization’ 
by members over time. . 

For the sake of simplicity, the argument has hitherto implicitly as- 
- sumed a unitary standard of need; therefore a national one: This’ as- 
sumption may be questioned in light of the previous espousal of the- 
cause of a balanced program of expenditures, It may or may not be 
- desirable to underwrite a national standard of medical care along with © 
other expenditures; but it is surely not desirable to underwrite medical 
care alone unless a level underwritten is minimum. 


IV. The ‘Demand for Physicians — 


Let us examine the policy decision that. need is our standard of ade- - 
_quacy for medical care. If medical care were subjected to the test of the 
market place, like most other goods and services, what could be said < 
about the demand for physicians relative to. the present number? 


Neva R. Deardorff, “The 1948 Experience of the Health Insurance Plan of Greatée 
New York with the Utilization of Physician Services by the Enrollees,in Each Age-Sex 
Group,” American Journal of Public Health, December, 1950, pp. 1543-1544. 
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Professor Dickinson ‘and bier take the position that there can be 
no serious shortage of physicians because consumers receive what they 
„pay for (and the indigent continue to receive whatever services they 
require). Indeed, they argue, consumers are currently receiving extra 
benefits. As is well known, consumers spend approximately 4 per-cent 
of their total expenditures for medical care. They spend larger shares | 
of the total on other items, such as liquor, recreation, personal serv- 
ices, etc. Moreover, between 1940 and 1949 the prices charged by 
physicians rose less ‘than most other prices, only.38 per cent against a 
rise of 69 per cent in the cost of living. Relative to other items, of ex- 
penditure, physicians’ services have become a better buy. If consumers 


_ want more medical services supplied by more physicians, they should 


devote more money to this purpose.” 
In one respect, this presentation of the facts seems incomplete. The 


o expenditures of governmental’ agencies for medical care, which have 
,__ been rising, are disregarded. True, the comparison also disregards gov- 


ernment expenditures for liquor, etc. The difference is that the latter 
figure is in the neighborhood of zero, while governmental expenditures 
for medical care for civilian purposes approximate two billion dollars. 

-Comparison of consumers’ expenditures for medical care with those 
for other items can’ be misleading, as many persons have noted. Ex- ` 


_penditures for tobacco; liquor, or recreation may be considered by some - 


as morally reprehensible, but they ‘are certain, regular, low-priced per 
unit of purchase and, usually, pleasurable. Until the advent of health 
insurance, expenditures for medical care were uncertain, irregular, low- ` 
priced to some and very costly to. those with serious. illnesses, and ~ 
scarcely pleasurable. 

It should also be noted that the figure of 4 pér cent is a computed 
weighted average, but scarcely a measure of central tendency: it reflects 
an overwhelming proportion of the population with small outlays for 
medical care and a small proportion of the population with huge out- 
lays for medical care. It has not been shown that the persons with the 
large expenditures for_medical care also poner in arge expenditures 
for liquor, tobacco, or-recreation. 

Today, insurance coverage is available, and an increasing part of ex- 
penditures for medical care takes place on a prepaid basis. To the extent 
that persons who do not suffer catastrophic illness in a given time period — 
have ‘bought | insurance, total expenditures by consumers for medical 
care are higher than they would otherwise:be, There are those who be-_ . 
lieve, PENE that the benefits provided by many’ types of policy 


` Council on Medical Service, American Medical Association, in Voluntary Health In- 


surance vs. Compulsory Sickness Insurance (1946), p. 99; Dickinson, Medical Care Prices,- 
vs. Cost of Living (BMER,, AMA., P 76, Pea p. EO 
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= are inadequate and that the reluctance of consumers to buy them i is 
- understandable.* 

“On the other hand, it has been suggested that:by the very nature of ; 
the service, consumer expenditures on medical care are bound to be too ` 
low: As in education, free consumers’ choicé tends to result in too low an 
expenditure because the return is uncertain and social benefits’ exceed ` 
private benefits by a large margin: It is, therefore, advocated that con- 
sumers’ choice either be abandoned or: guided i in order ‘to increase ex- 
` penditures for medical care.. 

The arguments presented above on ihe behavior ofc consumers agree 
that consumers’ expenditures for medical care may be too low, in the 
- sense’ that they may be expected to rise if certain circumstances. are- 
altered. Unlike Professor Dickinson, the’ proponents of’ these argu- 
- ments imply that the possibility of. altering ee circumstances de-. 
serves serious consideration. — pe 

As for the conclusion that increased ‘consumers’ ‘expenditures för 
medical care would bring about an incréase in the volume of services, ~ 
it is subject to qualification. Professor Dickinson i is himself aware of 
_ the fact that variations in the rate of collections -of bills and in the \ 
amount of free care are reflected in consumér expenditures. Perhaps . 
. More significant is the effect produced by the sliding scale, noted by 

` Leven and others. A high ‘degree of product differentiation makes the - 
sliding scale possible; and it acts to raise the average level of charges 
for medical care. Incomes of physicians can rise without a correspono, 
ing expansion in’services rendered.” - ; 

‘Some students of medical care, i eons; point to the 
incomes of physicians as indicative of a shortage in the field. Friedman 
. and Kuznets concluded that as much as‘one-half of the difference in © 
average income’ between physicians and dentists is. accounted for by the 
greater difficulty of entry into medicine.**: 

This specific finding on ‘the relationship between physicians’ and 
dentists’ incomes can be questioned. There is reason ‘to believe that, | 
Friedman and Kuznets failed to make adequate allowance for the ad- 


' ditional training time incurred by medical specialists. Nor is it likely 


that physicians would view the protracted postponement of earnings 
. actuarially. Finally, it seems important to take cognizance of the level 

of income that physicians have come ‘to expect from their profession 
- rather than the income earned in a comparable occupation, with an àd- 
_ ‘justment for training time.’As Adam Smith pointed out, the prestige of. 


“Eli Ginzberg, A Pattern for Hospital Care (New York, 1949), pp. 288, 295. 
Maurice Leven, The Incomes of Physicians (Chicago, 1932), pp. 61-64; Milton Fried- 
man and Simon Kuznets, Income from Independent ‘Professional Practice (New’ York, 
1945) p. 138. ° , 
i Friedman and T eneth; op. cit., p. ote 


‘ Pá = 
ECONOMICS OF MEDICAL CARE: I. THE PROBLEM 641 


certain professions i is so great and the doubts and fears of the. buyers 
so pervasive, that incomes in these professions tend to be high.” It is 
significant that none of the programs for the improvement of medical 
care now in circulation proposes to reduce the incomes received by 
physicians. If anything, the contrary is true.’ 

However, as Friedman and Kuznets. argued, it takes only a small 
_number of rational calculators to affect the margins of movement be- 
tween professions and to validate the actuarial argument. Very likely, 
the income expectations of the rational calculators would be lower than 
those of the others. It is an incontrovertible fact that the pressure for 
admission to medical schools is particularly heavy, with only two out 
of every seven applicants currently securing admission.” 

This pressure for admission to medical school by a large number of 
qualified applicants is sufficient proof of a shortage in the medical pro- 
fession, independent of any income differentials, if one accepts the test 
of the market for the allocation of manpower. In practice, this test is 
not applied in the medical field lest an increase in the number of phy- 
sicians produce certain undesirable consequences.. 

Dean Rappleye. has given two major arguments against a substantial 
increase in the output of physicians: the quality of medical training 
would suffer; and the ethical standards of the medical profession might 
be impaired. Dr. Rappleye has stated: “Economic competition [in 
medicine] would [not] result in the maintenance of high standards of 
medical care because laymen cannot be expected to have a basis for 
judgment of professional competence.”** Nor, in his opinion, can effec- 
tive control be exercised by other means. 

These considerations suggest that the automatic tests of the market 
cannot determine for us the number of persons who should enter into 
medicine. The test of need appears to be inescapable. Acceptance of 
need as the standard carries with it responsibility for financing the 
requisite number of physicians. 

Professor Harris has proposed that increased expenditures fer medi- 
cal care should be encouraged in order to raise the propensity to con- 
sume and to provide jobs for college graduates.*® This proposal appears 
tantamount to the assumption of a perennial shortage of physicians 
and other medical personnel. 

4 Adam Smith, The Wealth of Nations (Modern Library Giant), p. 105. 

* Ewing, op. cit., pp. 110-111; George Soule, The Costs of Health Insurance (New 
York, 1949), pp. 8- “9: Bureau of Research and Statistics, Social Security Board, Medical 
Care "Insurance, Senate Committee on Education and Labor Print No. 5, 79th Cong., 2nd 
OS ban Fe ite Secretary, Association of American Medical Colleges, quoted in 

Washington Report of the Medical Sciences, September 25, 1950. 

2 Willard C. Rappleye, Personnel—The Key to Effective Health Programs (reprinted by 


the Josiah Macy, Jr. Foundation, New York, 1950), p. 8. 
3 Seymour Harris, Hearings 1949, Part 1, p. 155. ee 
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` istence of shortages in certain geographic areas, fields of specialization,- 
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= T have. misgivings: - about this proposal. While much remains to be 
done towards improving medical care, especially in research into the . 
whole field of prevention and into specific areas of therapy, Professor - 

- Harris’ proposal covers considerably more ground. It i is doubtful that 


medical care as an activity ‘should be opened wide without any over-all 


limitations (limitations on individuals are not in question here). As. 
previously pointed out, good. health is the objective sought, and medical 
care is not a desirable end-per se. A balanced pattern of expénditures 


is superior to a pattern that stresses medical care exclusively. More- 


over, there is reason to believe that the demand for certain medical 


services is a direct function of the supply of medical personnel and 


* 


facilities. Consequently, there is danger of initiating a permanent diver- at 


sion of resources to medical care vogal any concomitant gain in con- 
sumer welfare. 


Once again, the argument seems to point to the adoption o! need as 
the standard. ~ f 


V. Special Areas of TN of Physicians 3 


‘While ‘Some students of the problem question the existence of a sizablé 
shortage in the total number of physicians, nobody questions the ex- 


and typés of employment occupied by physicians. 
- For example, it is agreed that rural areas have fewer physicians eel: 


tive to population than do urban areas. The secular decline-in the ratio 
of physicians to population in rural areas is part of the national trend: 
towards urbanization. It is also part of the trend in megane: towards . 


specialization and greater reliance on diagnostic tools. 


For a long time, rural incomes were lower than urban incomes and’ 


young physicians did not settle in the country. They were also reluc- 
tant to leave behind the urban hospitals where diagnostic equipment is 
of the best and consultation is readily available. 

It should be realized, however, that the differences in the physician- 
to-population ratio ‘between urban and rural areas overstate. true dif- 


- ferences in the medical care available. The specialist’s residence in the 


city increases the city’s physician-to-population ratio at the same time 
that it reduces the ratio of the neighboring countryside which the phy- 


sician also serves. To a lesser extent, this concept of the medical market 


area is also applicable to the general practitioner. Because of improve-~ - 


ments in means of communication and transportation, he can now serve 
a population distributed over a larger area than in the past. The trends 
towards hospitalization, a greater proportion of office calls, and a smaller 
pean of home calls have enhanced his ability to do so. 
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In the past decade the long-term movement toward specialization in 
medicine has made great headway, especially after the war. In 1938, © 
according to the American Medical Association, 20 per cent of all phy- 
sicians: in private practice were specialists; in 1949, 36.5 per cent.” | 


_ What is the relative need for general practitioners and for specialists? . 


It has often been estimated that about 80 pér cent of illnesses can be 
treated satisfactorily by general practitioners. 71 The current ratio of 


_ specialists to all physicians in private practice suggests that the general 


practitioner has lost ground: 

The HIP approach (discussed in section III) is in part an ater to 
restore the general physician in the city to his status as family physician. 
Because specialists are abundant in New York City, they render 44 
per cent of all medical'services in the HIP medical groups. If obstetri-_ 
cians, pediatricians, and internists are grouped with the general prac- 
titioners, the remaining specialists render 31 per cent of all services.” - 


‘It is believed that the experience of HIP with respect to the utilization 


of specialists is atypical for the country as a whole. It may also prove 
transitory, to the extent that the recent movement towards general prac- 
tice makes headway. 

Dean Rappleye has testified that shortages exist in these fields: psy- . 
chiatry, pediatrics, teaching, administration, pathology, radiology, pub- . 
lic health, and industrial medicine.* | 

‘From the policy standpoint, it is well to distinguish two types of 
shortage. In fields that have grown very rapidly, the shortage reflects 
a lag in training. Psychiatry and, to a lesser extent, pediatrics -(with 
respect to well-baby care) are excellent examples. There are other fields 
that are unable to attract the requisite number of competent and well- 


trained physicians, because private practice is so much more remunera- 


tive. Public health and full-time teaching in medical schools are ex- 


- cellent examples of this group. 


It seems reasonable to suppose that the shortages i in the first group 


© will be overcome in the normal course of events. Shortages in the sec- 


ond group constitute more lasting problems. Raising of salaries and in- 
stitution of retirement plans would undoubtedly be of some help, but 
private practice would continue to be more remunerative. The concen- 
tration of effort must continue to be on recruitment of young physi- 


- cians—by offering them material assistance early in. their careers and 
holding forth promises of meaningful work subsequently: To obtain the 


= Dickinson and Bradley, op. cit., p. 4. 

2 Factual Data on a nomics (Bureau of Medical Economics, American Medical 
Association, 1940), p. 

2 Baehr, “Health ace Plan of Greater New York,” op. cit, p. 9. 

* Rappleye, op. cit., p. 10. | 
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requisite number of young physicians in these fields, it seems necessary 
to increase the total-number trained for the profession.” 

Today, a crucial area of need is presented by the armed services. In 
' this field ordinary civilian criteria of need do not pertain, because the ` 
mission is different. Nor do civilian criteria of efficiency apply. Waiting 
` and waste are an unavoidable aspect of military training and fighting. 

National security is a major objective of national policy. There are 
times when it takes precedence over other objectives. This is a political 
decision, not an economic one. The defense requirements for physicians 
could easily overwhelm other needs, if defense requirements for all 
‘goods and services overwhelmed other demands. The allocation of phy- 
sicians for defense is part of the total problem of national defense, sub- 
ject to bargaining and adjudication among the various responsible au- 
thorities. The experience during the. last war, when 60 per cent of all 
active physicians remained in the civilian community to care’ for 90 
per cent of the population, suggests that the impact of a large diversion. 
of physicians on civilian morbidity and mortality need not prove drastic, 
under conditions of high economic activity. However, the duration of 
the period of mobilization may be significant. 

VI. Conclusion 

If aed is accepted as-the basis for determining requirements for 
medical care for individuals, the market cannot perform the test of 
adequacy of care. However, it is not possible to rely on “medical” 
criteria alone to establish a standard of need; economic costs, in the 
sense of alternatives foregone, must be taken into account. 

Most estimates of requirements for physicians are dated in the future. 
I believe that the more urgent task is to develop methods, techniques, 
and data which will enable us to estimate needs currently, under alter- 
native assumptions. The answers will vary, depending on whether the 
standard of need is national or local, on who underwrites the availability 
of medical care, on how much money is devoted to medical care. 

In my opinion, the most practical method for ascertaining a standard 
of need today is to study the utilization experience of known popula- 
tions who receive comprehensive medical services by. paying moderate 
insurance premiums. If the standard of need to be underwritten is 
unitary and national, it is not necessary to duplicate the studies unduly. 
If more than one standard i is adopted, a large number of such studies 


will be required throughout the nation. In any case, if need is accepted ' - 


as the standard, it implies a willingness on the part of physicians, hos- 
pitals, or the community to underwrite a level of demand corresponding 


*Paul R. Hawley, Hearings 1949, Part 1, p. 360. 
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to the standard of need, as denned, Otherwise there ensues a waste of 
resources in idleness. 

Existing information does not permit us. to prepare an estimate of 
` total need for physicians for medical care according to the proposed 
method. There is reason to believe, however, that because of the exist- 


ence of shortages in certain special areas and the measures required to . 
‘relieve them, some expansion in the training of physicians may be indi- 


cated. Of particular moment are shortages of public health officers, 
teachers, administrators, and research personnel. 


‘DISCUSSION -- i od 

töms S. REED: It is indeed noteworthy, as Dr. Ginzberg points out, to have, ~ 
the subject of the economics of medical care given a place on the program of 
this Association. I hope it happens again and again, and that many economists 
will see fit to explore this field and become expert in it. The field is an in- - 
.viting one. It is very much alive, rife with change and controversy. It is an 
extremely important one, both intrinsically and from the point of view of 
`- sheer dimensions. Here is an activity which absorbs 5 per cent of the national ` 

income. It has been said, “Give light and the people will find: their way.” 
Amidst the rampant , emotions, the thought-beclouding slogans, it will be most. 
helpful to have in this field the factual analyses that economists make. 

In discussing these papers it is well to state more explicitly the nature of 
the problem to which we address ourselves, The problem exists because there. 
“© is a gulf between where we are and where we want to be. The goal—the objec- 
tive—on which I think all agree is that there shall be available to everyone 
those health services necessary for the prevention of disease, the treatment 
of illness, and the maintenance of mind and body in a state of good health. ~ 
Those services are not now available to all. The problem therefore is what 
shall we do, what action shall we take, to make those services available to all. 

‘That problem splits down into at least six problems, each with multiple sub- 
problems. i 

' First, since more knowledge ‘of the causes of various illnesses is urgently 
needed, how can we best oe and support the necessary medical re- 
"search? 

Second, at present half of our TA containing 40 million people, do not 
have local public health services under full-time medical leadership, and the 
services in many other counties are partial and inadequate. How can we best. 
get a blanket coverage a ae the nation of adequate local, public health 
services? 

Third, what additional ‘health patois EEE E A dentists; nurses, etc.— 
do we need in order to provide adequate health care to all, and how shall 
we bring these additional personnel into being? ' 

Fourth, what additional hospitals and other health facilities do we need: 
and how shall we bring them into being? 

Fifth, many people cannot pay or have difficulty i in Saya for the health 
services they need. This is partly because of low income and partly because 
of the unpredictableness and uneven incidence of illness and the high cost of 
care in serious illness. The average hospitalized illness costs in the neighbor- 
hood of two hundred dollars and in some .cases the costs rise to several 
thousand dollars. Most people cannot meet these costs on an individual pay- ` 
ment basis, There is general agreement that prepayment is necessary. The 
problem is how can we best make adequate prepayment coverage available~ 
to all at costs which they can afford, and how can we get all or substantially . 
__, all of the population to avail themselves of this protection. - 

"Sixth, there is considerable leak, lag, arid friction in the provision of medical 
service. Tn many es medical technology has outgrown the traditional ar- 
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rangements whereby physicians serve patients. The growth’ ‘of medical knowl- 
edge has made for specialization, but thus far there is relatively little co- 


ordination among specialists, and -the arrangements whereby a patient in a 


“ «single illness consults several specialists each practicing solo has many dis- 
advantages. We need more group practice among physicians in and out of | 
hospitals, closer co-ordination between physicians. and hospitals, and more 
co-ordination among hospitals, How can all of this best be brought about? 
Dr. Klarman, in his long paper has dealt with the need for physicians and 


i ` hospitals. He has made a number of statements with which some may wish 


‘to take issue. He concludes that the best way of determining how many 
physicians and hospital beds we need is to examine the utilization of service i 
under prepayment plans ptoviding comprehensive service, PIEDI on a- 
group practice basis. With this I think we can agree. 

Dr. Goldmann has discussed various existing medical programs: those for 
recipients of public assistance, the veterans’ program, workmen’s compensa- 
tion, voluntary health insurance. He concludes that these programs constitute 

a “hodgepodge,” that they meet some needs of some population groups, but 


__-are far from being a satisfactory answer to needs. In disarming language he 


—" 


raises certain of the leading questions that need to be answered if we are to 
go- -forward. ‘Some of these questions will undoubtedly be discussed at length 


-in the session dealing with alternative solutions. 


I should like primarily to address myself to Dr. Ginzberg’s polished paper. 
With much;that he says everyone, I am sure, will agree. However, with some 
of.the apparent implications of his remarks, I disagree. It seems to me that 
he has let himself become mired down in an excess of caution. He lays so 
much stress on all the mistakes we can possibly make that his paper robs us 
of will to act. Rightfully he points out that all of the problems i in the health 


_ field are interrelated, that action in one field calls for action in others; yet ` 
- his. counsel of not doing this until we'do that tends to a degree to be a counsel 


of inaction. . 
It is perfectly true, as Dr. Ginzberg points out, that’ health depends on a 


. lot more than medical care: good food, a high standard of living, full-em- 


ployment! etc. Years ago spokesmen for ‘the medical status quo used to argue 
that before doing anything about medical ‘care we should deal with other more 
pressing problems: unemployment, bad housing, low wages, poor nutrition. In. 
other words, leave medicine alone until there are two cars in every garage. 
Obviousl: thé fact that there are these other problems should not keep us from 
getting op with this one. ` 
Dr. Ginzberg lays much stress on the need for giving priority to measures 


- for prevention. I agree. Yet it is well to point out that we have pretty much 


reached! the stage where preventing illness or reducing mortality calls for 
better niedical care for the individual. The great decreases in death rates over 


„the pasi fifty years—decreases which took place largely among infants and 
-` young children—were brought about largely by attack, often through sanitary - 


measures or immunization, on certain communicable diseases: typhoid, diph- 
theria, smallpox, infant diarrhea, malaria, yellow fever. These diseases have 
all beer reduced to the vanishing point. Now the main killers and disablers are 
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the chronic diseases: heart iaaa cancer, tuberculosis, mental disease, kid- | 
ney disease. The chief means of dealing with these diseases are early diagnosis, : 
and treatment. And one way of achieving this is through the development of , 
prepayment which breaks down the economic oe between the’ patient and, 
the médical caré he needs. - i : 
' Dr.. Ginzberg counsels against the, buide of hospitals which cannot be’ 
`- supported.. I think that under the Hill-Burton program we have built a few 
hospitals which the communities in question are going to find it difficult to 
support under present’ methods of paying for hospital care. Sooner or later 
that’ program will come up flatly against the question: what about com- 
munities: which need, hospitals but cannot support, them? Shall we then Jet 
- these communities stew in the juice of their own poverty or develop a pre- : 
` payment program which will enable them to support the needed hospitals?. 
E Much, it:seems to me, hinges upon the development of sound prepayment 


= _progtams; yet here Dr. Ginzberg urges going slowly. He says: “I would be - 


' the first to warn against the naïve belief that alteration in the present methods. 
of payment, even such a major change as the institution of compulsory gov- 
ernment insurance, would contribute materially to the solution of ‘the vast. 
numbers of problems. which are involved in raising the health standards of 
various sections of the country. a OS 
I happen to:be naive enough to believe that the development, m one means `, 
or another, of arrangements ‘whereby all would participate in a prepayment 
` program or: programs under which for small ‘regular ‘contributions, varying 
with income, people would be able to receive all needed care, at least i in hos- 
‘pitalized illness; would make a material contribution to the welfare of the 
nation, Such arrangements would relieve millions and millions of’ families of 
low and middle incomes from worry as to how to meet hospital bills; would 
enable people to receive care earlier į in illness and without bankrupting them- 
selves; and. would relieve hospitals of a heavy burden of charity care—a 
burden ‘which threatens the solvency of many hospitals. The development of 
such a program or programs, by whatever means accomplished, would not of 
_course solve all health problems, but it would solve one major problem and 
contribute towards the solution of others. 


CALVIN W. STILLMAN: The Assocation] is certainly fortunate in obtaining 
for this session my four predecessors; each of whom has done very important 


-> work in the economics-of medical care, and especially fortunate in obtaining 


Dr. Hawley as chairman. I doubt if any physician i in the land ¢an equal Dr. 
“Hawley’s splendid-accomplishments in organizing medical services. | 
. The three major papers have dealt with: the complexity and pervasive na- 
‘. ture of the.economic factors which affect health’ (Dr. Ginzberg) ; the ad hoc 
patchwork. of special programs which has sprung up for provision of médical 
care (Dr. Goldmann); and the important role of extra-economic factors .in de- p; 
‘termining “need” for medical services (Dr. Klarman). Each of these papers ~ 
~ makes a clear and an important point. Yet I find it unavoidable. to conclude 
. that economic analysis Has yet to be brought to bear upon ‘medical care with 


an the full oectiveness of which it it is capable. These papers, in common with the 
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great majority of printed material which falls under the heading “medical 
economics,” appear to deal with matters which are on the periphery of the 
central matter of allocating scarce means to accepted ends. Certainly matters of 


°- definition are important, and all that has to do with cost, payment, and the 


provision of a service is in some wise an economic problem; but economics ^ 
has more to offer than words to use in special institutional contexts. I should 
like to suggest some promising approaches for the application of our r classical 
methods to the study of medical care. ; 

To the extent that there exists a problem of medical care, it is a moral - 
problem, related to the Samaritan ethic of our culture. Existence of this 
problem is- predicated upon the agreement that normal workings: of our 
economic system do not achieve the distribution of medical services to in- 
dividuals which we believe proper. Dr. Klarman suggests that this moral 
problem is at once an economic problem, since economically significant re- 
sources must be used in achieving a solution. With this I cannot agree; I 
suggest that for an economic problem to exist,,ends must be clearly defined, 
and that an economic problem consists of achieving maximum efficiency in’ 
allocation of resources. Setting up the ends in terms of: human needs for 
medical care is emphatically a moral problem,’ not only in defining the 
needs, but in determining the degree to which they shall be met, how, and 
at what cost in terms of alternative uses of resources. 

Were I asked, I would state my personal feeling to be that everyone should 
have access to the full range of medical services, not without- cost, but with- 
out being required to surrender more than 10 per cent of his budget at any 
time. I certainly agree with Dr. Ginzberg that in any plan for reform consid- 
eration should be given to local differences, local values, and the sovereignty 
of individual choice. I would insist, however, that choice must be made 
effective. I think that the proper sphere for public action is to guarantee 
the pre-existence of those facilities necessary to make choice of their use 
something within the ‘range of possibility. Action taken relative to the moral 
problem of medical care then becomes a parameter of the economic problem of 


efficiency in meeting the given ends. 


The proper area for application of the’ traditional analysis to medical care 


‘has become clouded by the use of unfortunate terms, and by the implicit 


carrying over of concepts useful in other areas of the economy. This situation 
has arisen through the lack of interest in medical care evinced by the economics 
profession generally. Two areas for new thought and investigation are at 
once apparent: the problem of capital investment in the medical-care plant 
and the problems presented by the medical profession itself. 

Dr. Ginzberg’s excellent summary of the institutions relevant to the na- 


_ tion’s health suggests the nature of our capital investment in health. Ob- 


viously, much of this investment is social rather than entrepreneurial. Tui- 


tions pay only about 30 per cent of the costs of operating medical schools; 


public investments for environmental sanitation are a far cry from profit- 
making enterprises; public and charitable funds are of overwhelming im- . 
portance in maintaining our hospitals. To get more medical services requires, 
then, added investments in health plant, not only in toto, but in the right 


"> Goldmann. Such systems I hold to be as much a part of capital equipnicar® 
"as hospital buildings. Dr. Reed has.pointed out that without some form. of- 
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sates and of the- tight kind. ‘As Dr. Ginzberg and Dr. Klarman both point’ 
out, the. channels of. investment are many, and investment should proceed 
-in such a manner that the marginal returns in each channel shall remain 
equal. Among these channels I: would include the services of to-ordingti=”” 
medical care and of providing for -its orderly payment, as described b 


national pooling of medical purchasing power—-he' suggests compulsory 


- health’ insurance—extension of new capital investment into low-income areas ` 
cannot be justified. National pooling, then, is an integral part of the capital `. 
“equipment needed to provide all persons with medical care within the frame- 


‘work of free choice which we hold so important.’ 
A footnote.to the problem of capital investment in medical piii is TY 
matter -of control over the resulting services. Dr. Hawley could tell us of the 


- conflicts which go on within hospitals between staff physicians and hospital 


' administrators over the right to ‘exploit the monetary rewards attributable 
to the hospital’s existence. 


The medical profession itself is worthy ol careful study. In sHerintihg this, 


economists follow in the footsteps of pioneering sociologists, and-at least one: 


> political scientist.t The medical profession is definitely. the fat boy ih the 


. canoe, in any discussion of the medical-care industry; its; influence—if not ) 


dominance—is ubiquitous. It is futile to ‘discuss hospitals without including 


_ mention of the interests and influences ‘of hospital medical staffs; it is futile ` 


to discuss preventive medicine and extension of public responsibility without 
recognizing the traditional suspicion and hostility of the medical profession to 
any changes in these areas. The tremendous prestige of the medical profession 


‘gives it many of-the attributes of a sacred cow, but this need not require us ' 
' \to take Dr. Ginzberg’s advice and refrain from playing the role of veterinarians. 


‘For even if the cow is careless concerning its health, millions of devout fol- 
lowers would have it otherwise. The medical profession. constitutes a tremen- 


dous national asset, but its thought-ways are equipped with as opaque blinders | 


Ca 


as its insights in technical matters are brilliant. Fortunately . for econòmists, ` 


the medical profession has.a tremendous interest in competition between its _ 


members. This interest colors the actions of the profession and its hese aon 
and facilitates economic analysis of the medical market. . 


` Tt is convenient for the medical profession to sponsor the. implicit assump- i 
tion that medical services are provided by many independent practitioners, 
all roughly equal in ability, each competing with his fellows i in a free market, 


` each serving a vertical cross-section of the community income-wise. Further, 


- ( 
the Policies of Organized Medicine” (unpublished Ph.D. dissertation, | semen of 
Economics, Vance of Chicago, 1950). . . 


‘Osivald P: Hall, “The Informal Organization of the Medical Profession,” Canadian - 
Journal of Economics and -Political Science, February,-1946, pp. 30-44; “The Stages of : 
Medical Career,” American Journal of Sociology, March, mee pp. 327-336; “Types -of 
Medical Careers,” ibid., November, 1949, pp. 243-253 ; Harvey L Smith, “The Sociological 


Study of Hospitals” (unpublished P Ph.D. dissertation, Department of Sociology, University . 
` of Chicago, 1949); Oliver Garceau, The Political Life of the American Medical Association — 
Harvard 


University. Press, 1941); see also Calvin W. Stillman, “Economic Analysis- of 
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it is assumed that all consumers are connécted with: a “family doctor” and 
uniformly dependent upon him for: medical advice and emotional support. 
The facts are otherwise. Technological advance has rendered it impossible 
for any physician to know much’ of the entire field of medicine; physicians 
have become spécialized and dependent upon each other and upon institutional 
devices such as hospitals and diagnostic laboratories. Physicians vary greatly 
in possession of the assets which are important in making a living as a doctor 
—social connections, hospital appointments, and the like. Since disposition of 
most of the pertinent assets lies with physicians i in the same community, com- 
petition in terms of pricé or product is stifled; competition can be only for 


. the advantages which offer quasi-rents to their possessors., The implicit 


Marshallian analysis gives:way at once to the analysis of Chamberlin—and 


even more importantly to that of Triffin. 


We know now that patients differ, also, and the economic characteristics of 
their diseases differ.*,But maintenance of the older assumptions permits the 
medical profession to extol the virtues of discriminatory monopolistic pricing 


_, ag a device to achieve a wider distribution of medical care—and to force all 
` medical treatment into the pattern of the practitioner: isolated with hés 


patient. In attacking every threat to either of these principles, the medical 
profession has acted with amazing--if unrecognized—economic rationality. 
Always the tendency is to protect the competitive séatus quo, freezing into 
place the special advantages of ‘the. physicians who have achieved them. Thus 


_ opposition to expansion of medical schools, to ‘group practice, to school health, 


and to liberalized insurance plans is cut from the single cloth of maintenance 
of established competitive advantages. 

Control of competition within the medical profession constitutes.a very 
large element of the economic problem of distributing medical care with given 
resources and given ends. This control militates against reorganizing existing 
services as much as it militates against expanding capital equipment, for an 
enlarged flow of services. Since this control is at the capillaries of distribution 
of services, it can best be policed by consumers of medical services at-local 
levels—if they canbe shown what is happening to the resources they con- 
tribute toward the support of their own medical services. 


Cf. Jurgen Ruesch, Chronic Disease and Psychological Invalidism (Psychosomatic 
Medicine eee Society for Research in Psychosomatic Problems, 1946); ae urgen 
Ruesch, Annemarie Jacobsen, Martin B.. Loeb, “Acculturation and Tiness,” Psychological 
Monographs, 1949. l 


“ 


ECONOMICS OF MEDICAL CARE: 
IT. ALTERNATIVE 


| THE BRITISH HEALTH EXPERIMENT: THE FIRST 
TWO YEARS OF THE NATIONAL HEALTH 
SERVICE? 


By SEYMOUR E. Harris 
Harvard University 


N Sa 


On N wane 6, 1946, the British Government enacted the N ae onal 
Health Service Act; and on July 5, 1948, the Act came into force. 
Tt is probably no exaggeration to say that no recent legislation and ad- 
ministration in Great Britain has aroused as much interest in this coun- 
try as the so-called “socialized” medicine of Great Britain. k 

Covering 92 pages and about 35;000 words, the Act is a complicated 
law.? It follows in a general way the recommendations of the Beveridge 
Report of 1942: “. .. a comprehensive-national health service will en- 
sure for every citizen that there is available whatever medical treatment 
he requires, in whatever form he requires it, domiciliary or institutional, 
general, specialist or consultant, and will ensure also the provision of 
dental, ophthalmic and surgical appliances, nursery and midwifery and 
rehabilitation after accidents.” 

The purpose of this Act “is to make all the health service available 
to every man, woman and child of the population, irrespective of their 
age, or where they live, or how much money they have; and to make 
the total cost of the service a charge on-the national income, in the 
same way as the Defense Services and other national necessities. ar 

Whereas in the past the charge for service protected the Beste 
and hospitals from many who did not need the services,, now the avail- 
` ability of services without extra payment increases demands of those 
without strong claims. 

In presenting this paper, I shall concentrate primarily on those as- 
pects of the problems upon which an economist can throw some light.. 
On purely medical issues, I shall have to depend upon statements 
published in the British Medical Association Journal, in The Lancet, a 
report by a Committee of the A.M.A., reports by the British Govern- 
ment, and so on. 


*I am greatly indeted to Mrs. Daniel Cheever. for research help with this sapere. 

` National Health Service Act, 1946, 9 and 10 Geo 6, Ch. 81. 

* Social. Insurance and Allied Services: Report by Sir William APNEA (Macmillan 
Company, 1942), pp. 158-163 

t The National Health Service (H.M.S. Office, 1948), p. 2. 
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_ Direction o f Increases o f Costs 


The table below shows that`the largest increases have occurred in 

_., Special categories, Whereas in relation to estimated costs in 1948-49, 

these special services required 11 per cent of the health costs, in 1949-50 

they absorbed almost one quarter. But general practitioners’ services 

absorbed but 15.8 per cent in 1948-49 (estimate) and 10.5 per cent in 

1949-50. The respective figures for hospital services were 57.4 and 51.7 

per cent of total costs. In fact, the rise for ophthalmic services was from 

3 to 25 million pounds sterling and for dental services from 10.8 to 48.6 
millions. 

The direction of the rise of outlays is one explanation of the com- 
plaints of the practitioners. Although the general view is that the income 
of the practitioner has greatly increased (though not per unit of serv- 
ices), it is clear that the practitioners have lost ground relatively. They ` 
complain bitterly of the failure of their incomes to respond to the in- 

__ Greases of the cost of living since 1939 and of:the mee work load rela- 
tive to the rise of income." 


MEDICAL Costs IN THE Unien Kincpom unver’ N.H.I., 1948-49 AND 1949-50 
(£ Million) 


Original Revised Original Revised 
| Estimate, Estimate, Estimate, Estimate, 
X . = 1948-49 1948-49 1949-50 1949-50 , 


Pharmaceutical services.............. 16.9 23.6 20.8 35.3 
Dental Services, . s... siiri o 10.8 29.1 30.9 48.6 
Ophthalmic services.............004. 3.1 20.0 14.7 25.1 
Tole ereet rien uaria i... 30.8 12.7 66.4 109.0 
% gross cost of National Health Service 11.6 19.8 18.9 24.2 
General practitioner service........... 42.0 45.1 45.8 47.1 
Wg OF gross COSTS ig po cue ew ae eee 15.8 12.3 13.0 10.5 > 
Hospital maintenance expenditure..... 153.1 180.4- 184.6. 232.6 


% of gross costs.... 0... 0... eee eee 57.4 49.0 52.4 51.7 
Source: British Medical J ournal, March 18, 1950, pp. 664-666. 


The above table suggests a weakness in the national health program, 
for the general practitioner seems to be receiving less favored treat- 
ment. But, as we shall observe later, the heavy concentration on special 
services may be only a temporary phase. 

A comparison'with the pattern of medical outlays in site United States 
reflects the current pressures on British practitioners. In the United 
States in 1949, private outlays on physicians amounted to 2,267 mil- 


’ British Medical Journal, March 25, 1950, pp. 709-712; London ‘Economist, July 8, 
1950, p. 67; The Lancet, November 26, 1949, pp. 995-996. 
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lion dollars and on dentists, 931 millions.’ Against roughly amy out- 
lays in the United Kingdom, the physicians in the United States re- 
ceived 27⁄4 times as much as dentists;. and the physician received a 
much larger part of total medical outlays than in the United Kingdom - 
(even with allowance. for public outlays here). These figures are not 
‘strictly comparable, because the British figures exclude the specialist 
and also because of the peculiar demands on the special services in the | 
l early stages of the program. 
`- A comparison of incomes of physicians i in the United Kingdom and 
the United States may‘also be helpful. In 1947, the net income of phy- 
sicians in the United States was $9,889." At present the figure is prob- 
- ably closer to $11,000. This figure might be compared with about 

_ $5,000 for the British physician.® 

The net income of the British physician is really not far out of line’ 

with general incomes. It will be recalled that the per capita income of ~ 
the British population in dollars is roughly about three-fifths that of the. 
United States, and the pay levels in British manufacturing even Tass, w 
relatively. In 1949 manufacturing wages in the United Kingdom aver- 
aged $24 and in the United States $55 weekly.® Hence, although the ~ 
British physician’s income (and notably the practitioner’s) has not 
'- risen with the increased number of pounds sterling going-into medicine 

- nor in proportion to the amount of additional work, his income relative 
to that of the factory worker is higher in the United Kingdom than the 
physician’s income in the United States relative to the income of the 
factory worker. But the British physician’ s income is somewhat less ` 
relative to per capi income vis-à-vis this pelnpanaii in the United- 
States. 
Finally, -we should note one other aspect of British health costs. The 
rise of hospital charges: has been large. From prewar to 1947, the in- 
crease of weekly costs for 159 voluntary hospitals was from £3 19s. 7d. 
to £11 4s. Od., or a rise of about 180 per cent. The explanation is held 
to be mainly large increases in salaries and better service to each pa- 
tient.*° 


. © Income Number, Survey of Current Business ee) July, 1950, p. 24. - 

T Medical Economics, September 1, 1948, pp. 60-6 

* Medical Care in England under the National "Health Service (American Medical As- 
sociation), pp. 28-31.. I have used the statistics presented here, but have arrived at a 
higher net income of British physicians. (The. second correction below tends to reduce 
. British income.) First, I have made some allowance for specialists’ income. Second, I 
have estimated gross income at 16s. per patient, not of £1 as the AMLA. Committee did (and 
wrongly); and, third, I have converted sterling at £1 == $4.00, not £ = $2.80. The former 
seems the appropriate cone here in ii prices and incomes had not responded sub- 
stantially to the new exchan RET 

” National Income and S E of the U. ‘x, 1946 to 1949, p. 13, and ees 
Economic Report of the President, July, 1950, p. 125. 

** London ‘Economist, oa 20, 1948, p. 827. -` 
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This increase should be compared with one of but 80 per cent for all 
: ie rates in the United States." The rise of hospital costs exceeded 
‘that in the cost of living in the United Kingdom a 73 per cent; in the ~ 
* United States, by only 14 per cent. 


The Costs 


| Undoubtedly the costs of national health insurance have Kien high 
and the amounts expended have increased beyond the estimates. 
. Costs or HEALTH SERVICE, 1946 To 1949-50 
(£ Million) 


i ' Estimate, Original Final Estimate, 
1946 Estimate, Estimate,. 1949-50 
1948—49 1948—49 


ERE E T E EE TE ates “ 167 265 1 368 ` 352 


Deduct contributions ane National 
ee Fund, etc.. ever 1 65 oo - 92 
Cost to taxpayer OEE EEEN 126 200* - 278° 260* 


* The official statement puts the cost to the taxpayer at 145 million pounds in 

RT 9 and 249 million pounds in 1949-50. Financial Statement (1949-50) of April 
49, p. 12. 

on The Practitioner: The National Health Service pee in Great Britain (London, 


In his budget speech of April, 1950, the Chancellor of the Exchequer 
commented on the large increase of expenditures for National Health 
. Insurance; and the Chancellor reminded the House of Commons that 
the increase of 133 million: pounds (over the 260 million estimate) 
would not be repeated. He stated: “It is clear that it is not possible 
under existing circumstances to permit any over-all increase in the ex- 
penditures on the Health Services. Any’ expansion in one part of the 
. services must in the future be met by economies, or if necessary, by 
contractions in others.” 

The final estimate of costs for 1949- 50 v was 359 million pounds and l 
the original estimate for 1950-51 was 393 million.” 


The Significance of These Costs 


-No one will gainsay the fact that national health services involving . 
outlays of close to 400 million pounds is‘a costly program in Great 
Britain and that the costs have far exceeded the estimated amounts. ` 
The Beveridge program for social security from the cradle to the grave 
was to cost only 697 million pounds in 1945 and 858 million in 1965, 
“F, S. Dickinson, The Cost and Quantity of Medical Care in the United States (Buletin 

66, A.M.A., 2nd Printing, 1948), p. 14. 


Ois Parliamentary Debates (Hansard), Vol. 479, No. 28, April 18, 1950, p. 39. 
London Economist, March 11, 1950, pp. 520- 521. 
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-with net charges on the exchequer to be 351 and 519 million pounds 
sterling, respectively. For health services, Beveridge. estimated total out- ” 


- lays in each of these two years at 170 million pounds,** 
- Are there any alleviations? There-are. First, a large part of the « ex- 


peated in as large amounts. For e le, the backlog of neglected 


* 


-_ cess -overestimated outlays. stems from. outlays that may not be re- : 


teeth, of. uncorrected vision, and of-n neglect of hospitals account for.a | 


i : substantial part of the ‘unexpected outlays.” On the other.hand, the 


construction of 2 400 health centers—an important. item in the gov- = 
ernment’s plan-—is still far off. Quite recently, only: three: ‘centers: were | 


- Amider construction, with the first apparently to cost 150,000 pounds. At 


this rate, 2,400 would cost about'350 million | pounds.” 


| > Second, though the amounts involved are large, they far from: repre- 
es aini a net loss to the community. 'Indẹed, the amounts included in the ` 


‘ Treasury Budget: are substantial compared to less: than 130. million -. | 


pounds involved annually under the former government health insuir-\ 


‘ance program; but a large part, of the current outlays were spent pre- 


viously under priv ate oe Now. very little: is spent . under private 
auspices. ' 


Third, the money nied for edicit services is ‘obtained pati from £ 


`- insúrance contributions dnd partly from general taxation. These are 
' „transfer payments which involve teal costs to the nation only. insofar 
as resources that would otherwise liave beer used more productively - 
are now transferred to medical services. It is clear that increased utiliza- 

_ tion of medical personnel and facilities accounts for a large part of 


the additional services (e.g., thé crowded offices: of doctors: and the p 


strain in outpatient departments of hospitals); and. that, another. large 


: part of the costs is at ‘the expense of all kinds of commodities and Sery- — 
ices which would have been produced: had taxes not been, increased to. 
- cover the cost of health services.  “ 


In part, however, the increased ‘nate services are at the expense 


of other goods and services badly needed for the economy. ' For exam- 


-, ple, from 1946 to 1951 the number of women aged. fifteen to forty. will 


i 


‘have fallen’ by 374, 000. Yet: the medical program requires an ‘annual 


recruitment ‘of, 15,000; trained nurses and 2,000 qualified midwives." - 


The diversion of more -resources in. the pharmaceutical. businéss and 


medical appliances must also be largely at the expense of ‘other com- i 


modities cand services: needed for- domestic a or investment 


‘or for export. 


Fourth, as the welfare ee e expands its functions, the gost: more and ps 


“Op. cit., p..209, f s$ 
$ London Fonoriia; Tine 18, 1949, p.'1130; October! 29, 1949, p. 934. G S 


~ + (Medical Care in England under e een Health Service,” pp.'22-23, 7" 


™ The Practitioner, op cit., pp. 100-101. 
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more are borne by the beneficiaries. In other words, qua taxpayer’ the 
insured pay for their medical services, and less and less do these pay- ; 
ments become a burden on business and industry.*® 

It is a fact that the low-income groups have improved their position. 
Thus, according to one estimate, from 1938 to 1949 the per capita con- 
sumption of the working class rose by 17 per cent, that of the middle 
class declined by 18 per cent, and that of the wealthy by 42 per cent. 
The explanation is not, however, primarily transfers from rich to poor 
^ut rather the gains from higher employment and productivity, which 
- mefit especially the working class. Against gains of 110 million pounds 
„å personal income transfers and 212 million in subsidies since 1938, 
the direct taxes on working classes increased by 139 million and in in- 
direct taxation by 371 million. That is to say, their increases in taxes 
have exceeded their transfers and subsidies. Of course, part of the 510 
million pounds is the contribution of the workers to the cost of the war. 
Insofar as this is not an adequate contribution’ to the war costs, then 
it may be held that other classes subsidize the workers’ welfare pro- 
grams. The working classes pay much heavier taxes on alcoholic bever- 
ages, tobacco, and luxuries generally. (all indirect taxes are up from 
412 million to 1,675 million pounds) and the,government uses part of 
the proceeds to finance the welfare state, inclusive of health services.” 


Can the British Afford These Large Outlays? 


Obviously a country that faces serious balance-of-payments prob- 
lerns and labors under inflationary pressures must watch its outlays for 
social services. In a fully employed economy, increased outlays for 
social services tend to increase pressure’ on limited resources and hence 
to raise prices, and also to use up resources that might go into export 
products or be substituted for imports. Preparations for war are an 
added reason for caution. Higher prices and diversion of labor, capital, 
and materials into medicine contribute toward increased imports and 
reduced exports and hence to dollar shortage. Expenditures on health 
are especially relevant here, since the largest increases are to be found 
here. In 1948, expenditures of the central government were 2,760 
million pounds; in 1950-51 (estimated), 2,918 million.” This rise of 
158 million pounds i is to be compared with an increase of public outlays 
on health services of about 300 million. 


18 Medical journals, for example, tend to exaggerate the burden on kariy and fall to 
note that the charge is largely on the beneficiaries. British Medical Journal, March 18, 
1950, pp. 664-666, and Tke Lancet, September 24, 1949, p. 799. 

oF, Weaver, “Taxation and Redistribution in the United Kingdom,” Review of Econo- 
nomics and Statistics, ae 1950, pp. 212-213; and United Kingdom, National Income 
and Expenditures of the United Kingdom, 1946 to 1949, Cmd. 7933, pp. 34-35, 

* Ibid., 1946-49, p. 35; and Parliamentary Debates, April 18, 1950, p. 57. 
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- Here again, we may be exaggerating the strain put upon the anny . 
by the health Program: first, because, as already suggested, the addi: . 


` 


"~ 


tional costs afe financed by taxation and primarily by.taxation on the~ y 
beneficiaries; second, because the British Government’s fiscal activities” 


_ _ on the current basis at. any rate have been anti-inflationary: ‘in 1948 - 
and 1949 the British Goverrimient spent 2,760 and 3,026 million pounds | 


‘sterling, ‘but revenues exceeded expenditure by 369 and 318 million 


. pounds sterling: An excess of receipts tends to reduce the total amount 
_ | of spending. For 1950-51, the Chancellor estimates the true revenue , 
~ ‘surplus at 411 million pounds, 
Should ‘allowance be made for capital Saree, of the central govern: . 
. ment, however, then outlays-exceed receipts andthe central govern- 
ment puts out’ more funds than received from revenues.” Only-in this , 


sense may the added outlays for health be considered inflationary: 


conceivably the government might have increased taxes (and on ue 
| masses) and yet ı not have provided the social services. 


The Duren of Health Services’ in the United Kingdom 


. ° ‘and the United States 


a e 
4 


a 


~ Really satisfactory figuies for comparison are not available. But . 


j 


f 


here I compare private outlays for medical and death expenses in the 
United States (1949) with outlays for National Health Services in the 
_ United Kingdom (1950). By estimating the latter at 400 million pounds, 
“I inflate the latter total to include the small private co | 


CA Comparison. OF RELATIVE Cost OF Heii SERVICES IN THE Usirep Kovos : j 


(1950) AND THE UNITED STATES (1949) 





: Line 
Total | tures as Expendi Pèr 
SDa di- A as % of aia 
t (Millions*) N Taon PAS 
>o, ture 
- Tad Kingda ry. 600 4.5 37 $ 856 - 
United States ` 5 0 4. 4 \ 1,373 


432 
60 


Per 
oie Expense 
Health. 
Expense 





Source: U. K; 


tures, income, etc. from National fe and Expenditures 


expendi 
of the U. K., 1946 i 1949; and U.S. from Survey of Current Business, National Income 


i  , Number, July 1950 


* Converted at $4. 00=£1 Cae price and income adjustments to depreciation had ^ 


not yet been i 


f Thè reader will ee that else to consuinption expenditures, 
‘to income, or ‘to per. capita income, the cost of health- -service is some- : 


= Ibid. 7 pP: pea 


‘ : yan 


” 


~ 
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f 


- more than our per capita income exceeds that by the United Kingdom. 
- Should allowance be made for the more than 2 billion dollars spent for 


health out of public funds in this country, then the advantige of the 


United States would seem even greater’? 7 


Quantity versus Quality 


In their appraisal: -of N.H.1., the medical profession has been espe- 
cially critical of the quality of medical care given under N.H.I. Thus 
a Committee of the A.M.A. concluded: “The center of gravity of medi- 


cine has shifted, and emphasis i is on numbers rather than on service. A. 
physician can no longer gain recognition by rendering better service and- 


thus secure a financial reward on a paying private practice. If he is 
to survive one a he must gain in numbers`at the sacrifice of 


quality of service. . . . There is evidence that in some instances the © 
aa quality of the work is ‘beginning to suffer... .The statement is based on _. 


personal observation of limited and crowded space for examination, in- 
adequate histories and clinical observations oe the testimony of ad- 
ministrators.”% - 

A: writer in the Practitioner concludes: “There i is no evidence that 
the health of the nation has benefited from the first year of the National 
- Health Services... . . If politics can be subjugated to the principles of 


the Hippocratic oath, there are good grounds for believing that out of | 


the present chaos there will.come forth a medical service of which the 
country can be justly proud.”” 

But a distinguished American physician, in a judicious survey of the 
British experiment, summarized the British service as follows: “I am 
unable to assert that the general standard is higher under the National 
Health -Act than it was before that went into effect; but, on the other 
hand, I have encountered no convincing evidence that it is lower, and 
- certainly more people get it.” 


Aside from views of medical experts, the net result of British NHI 
is bound to be greater emphasis on quantity than on quality. Wide- 


spread use of médical facilities is after all the objective of the program: 
“Medical service for all.” The wider distribution of medical services 
means that the poor can now increase their dental care, obtain eye- 
glasses, profit more from the help of specialists, and'-satisfy their psy- 


, "The Nation's Health, A Brion to the President; by Oscar R. Ewing (1948), p. 30. 
~" Medical Care in aa under the National Health Service, pp. 19, 43. 


=J. H. Means, England's Public Medicine: The Facts, ” Atlantic. M onthly, Mad 


1950, p. 56. Also, see W.-C. Rappaleye’s objective. study; he concludes that the program 
is operating reasonably well, The National Health Service of Great Britain (1949), p. 32. 
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what higher in the United States than in Great Britain. The per + capita 
medical costs in this country’ exceed those i in the United Kingdom by | 
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chological cravings for medicine. The long queues at the “surgeries,” 
the delays of eighteen to twenty-four months to get a torisilectomy, the 
interminable delays and slipshod work for dental treatment (dentists 
frequently close lists for three months), a waiting list of 7,600 in one: 
hospital with forty patients there over a hundred days, a waiting period 
of six months for glasses, the frequent treatment of less needy cases, 
a tendency to discourage patients requiring much time, e.g., the very 
young and old—all these point to the pressure of “free” medicine on 
- limited resources. With the physicians overworked, they necessarily cut | 

' the time of each visit and in general deteriorate their product.” As 

‘many have observed, the physician tends to depend less on history, 
clinical observations, and the like and more on snap aage and medi- 
cal prescriptions, 

Against any deterioration of quality, we must put the gains of better 
distribution of medical resources. The philosophy of the N.H.I. Act 
is medical service according to need, not according to means: “The 
new arrangements confer a great benefit on medicine by lessening the 
commercial element in its practice. The money barrier protected the 
doctor against those who: did not need his help but also uae him 
from those who did.” 

Against the current deterioration (and it would be a mistake to over- ~ 
state any decline in quality; for there is much evidence from medical 
experts that the deterioration has not been serious), we must also con- 
sider the possibility of expansion of facilities arid better distribution of 
both facilities and personnel. It is possible to have both higher quality 
and more medical services. But this will take time especially in a fully 
employed and semiwar economy. It may well be that the Labour Gov- 

' ernment should have introduced its health program more gradually, 
awaiting the expansion of scarce resources. Had the government, for 
example, at first restricted demands by a small charge and put greater | 
limitations on the use of scarce resources (e.g., prosthetics), then any 
sudden decline of incentive and standards might have been avoided. 
Unfortunately, this is a political rather toen an economic or medical 
problem. 

‘I should emphasize the fact that any guive gains already made 
are not merely at the expense of quality. First, the N.H.I. program 
facilitated a more intensive use of existing capacities, The additional 
service comes partly out of unemployed resources. Second, with the 
increased stimulus of additional outlays for medicine, additional re- 
sources are diverted to the medical field. In some measure, these re- . 


i 


= See, for example, The Practitioner, pp. 108, 48; A.NLA., op. cit., ‘pp. 16, 34-37; London - 
Economist, August 14, 1948, p. 269. 
* The Lancet, July 3, 1948, p. 17. = 
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sources become available almost immediately—e.g., imports of chemical 
supplies and influx of pharmacist assistants; in-some measure, the in- 
flux will take time—e.g., the training of nurses, physicians, and spe-- 
™*cialists. 

Third, some Cwastages” are eliminated. For ak luxury medi- 
cine is on the way out. With 95 per cent of the physicians, 90 per cent 
of the dentists, and almost 100 per cent of the chemists enrolled in the 
N.H.I. scheme even in the latter part of 1949% and with the govern- 
ment largely pre-empting private facilities in the hospitals and making 
private use expensive, the resúlt is greater availability of resources 
previously used in luxury medicine for the use of masses of the popula- 
tion. 

Fourth, as the medical services are better integrated and especially 
as the health Centers are put into operation, the service should profit 
greatly from increased economies of scale; i.e., lower costs per unit of 
operation. 

~, Fifth, monopsonistic buning on the part of the government, which 
will eliminate unnecessary selling and advertising expenses and cut 
down private markup, and ‘careful listing of medicines and drugs avail- . 
able under the scheme should make the medical dollar go further. 

The argument so far has been that the increased quantity of medical 
care is far from being merely at the expense of quality; and, as re- 
sources more nearly equal the requirements under N.H.I., that mainte- 
nance of quality and even improvement may be quite consistent with 
much better distribution and greater recourse to medical facilities. But 
there is another side to the problems raised’ by a national health 

` service scheme. The system of payment used may well involve the 
economy in wasteful outlays. i 


Wastage?, 


- Under N.H.I. the insured are entitled to various medical services and 
supplies. Since they can obtain these without payment of any additional 
sum (other than contributions undér the insurance scheme), the temp- 
tation is to demand services in excess of need. European experience 
with health insurance affirms that there is a tendency for patients to use 
services excessively. 

In some European programs, the insuréd are required to make a 
small payment in order to encourage economical use of facilities. The 
British scheme now includes a provision allowing the administration 

_ to impose a charge for any chemicals (drugs) purchased. So far ap- 
parently this provision has not been put into effect. Many authorities 
in the United Kingdom have demanded that a payment be made for 


a Ibid., September 29, 1949, p. 573. 
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every. visit to” a physician, for every stay at a hospital, for sche Gan 
ment of the dentist, etc.” Undoubtedly a charge, say fifty cents, for 
each visit at the doctor’ s office or a dollar. per day for hospital services. ` 
‘would.deter wasteful use of services. Unfortunately, it would also dis” `> 
courage early and necessary treatment. Hence the wastes must be 
weighed against losses resulting from failure to obtain required services: ` 
_. Again, the British system ‘is wasteful ‘in’ still another: way. The 
_ method of payment`of the members, of the:health profession is not-one | 
- which encourages the most effective use of the medical. dollar. ‘Thus, * 
the practitioner. is paid on a capitation basis, with a limit of 4,000 ~ 
‘patients. per physician without assistant. Since the average number of © 
insured per physician is about 2,200, the result is that many physicians: 
tend to enlist too many patients, and many are: excessively idle. The 
capitation system stimulates the physician to seek patients and t tends to 
distribute the load: unevenly; and it also ‘puts a premium on hasty diag- 
nosis and treatment. A salary method of payment would probably resilt_. 
in a better distribution of work, for with a fixed payment the patients og 
would be more evenly allocated among doctors. ‘The capitation system. 
however, has a much greater appeal’ to the physician and the -B ‘MA. 


ja than a fixed income payment. 


Specialists are paid largely according to experience and time put in. f 
Here, the income method of payment rather than capitation fee is in 


"’. vogue; but.the system offers incentives in that, beyond a certain point, .- 


_ only merit rises (three classes) are provided. The net effect of the gov- ` 
-ernment’s program has been greater rewards for young specialists , and ` 
smaller rewards for the older, and especially. for the outstanding, spe- 
‘cialists. The net result’ may well be some ‘economies in the total cost 


.” of specialism, a better distribution of the payments-to specialists, and 


apparently, at least in the beginning, . greater: relative rewards to spe- 
cialists than to general practitioners.*° : o. 
. Perhaps the least satisfactory and most wasteful system of payments 
` relates to dentists. Here the fee system is used: x dollars for each treat- 
‘ment. The dentist may Conserve teeth without special permission; but - 
if, for example, he wishes.to remove teeth and replace with artificial : 
teeth, he must obtain permission. ‘The important point is, however, that F 
where the interests of dentist and patient, are one (namely, more in- 
-come and more work), the result is high Costs to the program. In the. 
` first two years of the British program, dentists’ incomes have risen way é 


Ee above those- of Prachinongtai and despite two cuts in payaiens, for FEN j 


X: » London Economist, Očtober_ 29, 1949, p. 934; British Medical Journal, March 18, 

; - 1950, PP: 664-666. . 
ao. London Economist, Tie 12, 1948, pp. 962-963, and December 25, 1988, pp. 1054- 

ee and A.MLA., op. ity pp. 1 13- 14; C. W W. Rappaleye, op. Gt p: 32," i 
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_ ice, incomes are still high: * New Zealand's. -experience with the fee 
system should have been a warning to the British. Underestimates of 
services likely to be demanded of dentists. resulted in excessive fees for 

-N services and excéssive incomes for dentists. 

->~ Prevention of excessive funds. going into dentistry and other abuses ` 
` raise particularly difficult problems. First, because of the backlog; -sec-- 
ond, because of the difficulty of using a capitation system; third, be- 
cause of the difficulty of preventing abuses in the fee system). and, 
fourth, with the great shortage of facilities, the tendency tò concentrate ~ 
on the most profitable work (e.g. a adults) and to reduce the oy 

services. -> 

The difficulties raised by prior checks on costly wparations are sug- 
‘gested by the following: “For example, there have been cases- of esti- 
mates submitted for putting a jacket crown on a healthy root-filled 
incisor tooth which has in the past had an apicectomy successfully , 
_eompleted. The Board has insisted that.the root of the tooth should be | 

Z opened up, with a consequent risk of its’ reinfection, so that the cheaper 
type of post crown can be used, rather than allow the dentist to make 
the more expensive jacket crown.” 


More Money for H Jealth l 


One effect of NHI. is to channel more. money into mediane, By 
virtue of its taxing power, the government forces the nation to spend. 
more on medicine and less on other consumption goods or possibly on 
` investment. 

- For ene) “below I present the consumption expenditures and 


eF 


Ie CONSUMPTION EXPENDITURES AND PRICES, UNITED Kinopow, 
; 1948, TOTAL AND VARIOUS CLASSES 
(1938 100) — 
3 i Expenditures Prices EN 4 
~ PODS se oie e seri Aae EEEE IE 112 . 388, i 
' Alcoholic drinks........ snaa " , 93 288 
Durable household goods... .. aie ace 79 236 . 3 i 
Private motoring............ Shia cat 35, 180. em * o 
Domestic service8....... 00000. sees ' 37 .. 218 ae 
Other'services.........c cece ee ceas f 120 154 
104 182- 


Source: National Income and A k the United Kingdom, as to 1949, - 
Cmd. 7933, p- 32. 


ie prices of various categories: of consumers’ ‘goods and services. The 
~ reader will note that the more favorable increase of a ee out- 
“See London Economist, May 28, 1949, p. 980; December 11, 1948, P. 962; and The 
Practitioner, pp. 55-56. ` : 
~ "The Lancet, p. 58. - i oe E e O 
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_ lays for other. services (includes aa and the glati low. y pricgs 
for other services. - E eoa 7 
It is clear that laige rises of prices in relatively nonessential a areas of.’ 
- consumption: have tended to reduce consumption of. these nonessentials. ° 
When prices have risen-greatly-and consumption has increased or has 
- been maintained remarkably well, the explanation is inelastic (in~ 
' sistent) demand. The rise of prices in these sectors: of ‘the economy 
stems: largely from tax policy. For example, the inctease of consumption 
` for tobacco was 12 per cent; of prices, 288 per. cent; but the rise of. 
_ prices after allowing for the-increase of taxes was but 50. per. cent. From 
. 1938 to 1949, tobacco taxes rose from 84 million to 610 million pounds; 
and all indirect taxes: (consumption) rose from 412 to 1,675 million 
_, Sterling; or from 47 to 45 per. cent of all tax ia sal oe | 
“ouch higher than.in thiscountry.:. ©- | 
- All of this. suggests that the British Govertinient by: a conscious tax 
and, to some extent; price policy has tended to discourage the consump- 
tion of tobacco, alcohol, durable consumers” goods, etc. and use part of * 
. the receipts to, stimulate the outlay on medicine, . ` a 
Herė`is perhaps the crucial issue of medical- economics. The British - 
` people support ` a government which through. its taxing and pricing 
-policies ` ‘drastically modifies the consumption pattern. As: the. Lancet, - 
in response to critics of this country; puts it, the British people prefer.. 
`` shabby clothes plus adequate health service to ‘inadequate medical out- , 
'- lays ‘and better. clothing. ‘The Labour Government forces the péople 
_to pay much niore for tobacco and alcohol, for example (partly i in the 
'; form-of higher taxes), and thus’ discourages consumption of these prod- 
` “ucts and many other semiluxury products. which would have béen pur- ` 
. chased with the “tax money. The receipts dre.used to keep ‘down the - 
price of food and. finance medicine and other security programs, .-. ` 
_ Few will dispute the fact that. thè diversion of spending from alcohol, - 
tobacco, radio, etc., to medicine brings an improved pattern of spend- 
ing. ‘But many in this’ country will not approve ‘governmental interven- 
tion in the field of consumption. Of course; even in-our country the. 
“government exercises similar compulsions in outlays f for education and i 
-even to some extent. for health. fe 4 ne 


== 


T G C “ Summary and. Conchisions 


; ; “The new ‘British Health Service Program has now ‘be in nee? 
~_ tion more than two years. Physicians both in Great Britain and in this - 
| country seem divided on the issue of. the : successful outcome. At least ~ 
peas much i is clear: ` 7 
. The’ effect i is to channel additional money. ‘and resources into the l 
“health services, `. oa 7 ya 5 ee 
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2. Through appropriate tax and pricing policies, the government 

modifies the spending pattern in favor of medicine (and other social 
} services) and against outlays for tobacco, alcohol, eae durable 
` consumers’ goods, and other commodities. 

3. Additional medical service is not merely at the expense of more 

production or more desired goods and services. First, because more in- 
tensive use is made of existing facilities and personnel. Second, be- 
"cause diversions are made from luxury medicine. Third, because in 
^ tpart the consumption of less necessary goods is foregone. Fourth, be- 
cause better health means less illness and higher output. 

4. The pattern of spending the medical pound sterling has greatly 

changed. The explanation of this fact lies partly in the intensive use 
-»; Of services previously denied the masses—e.g., dental service (only 
er cent availed themselves of this service under the previous insur- 
eS and almost one-half in a recent year); but in part the 
stem from the abuses that develop under the system—e.g., 
` EXCES. ~«criptions—and in part from the method of payment, 
E A se outlays on hospital and specialist services. 

5. It is no.-Mear that the most effective system of payments has as 
yet been evolved. The objectives are the maintenance of required in- 
centives, economies of total outlays, relative payments consistent with 
the required distribution of manpower, and the absence of obstacles to 
effective use by the insured. On these criteria, the practitioners prob- 
ably require somewhat larger rewards; the dentists less; and the prac- 
titioners with small lists, higher per capita rewards for the first thou- 
sand (and related higher rewards in outlying areas). Possibly, a small 
charge for some services may be necessary to discourage waste. But 
this should be a measure of last resort. 

6. There is no convincing evidence that the British cannot afford the 
400 million pounds sterling being spent on health services. In relation 
to income, total and per capita, the outlays are less than in the United 
States. As a contribution towards inflationary pressures, the importance 
of health services has been greatly overestimated—and especially by 
physicians. The government for several years has been operating on 
a budgetary surplus; and the wherewithal to finance the social services 
has come largely from the beneficiaries. Higher taxes on consumption 
goods and on income paid primarily by the masses finance a increased 
services received. 

7. British health services necessarily stress quantity, not quality. 

~ The objective was to make medicine available to all, not to a limited 
number. Perhaps the most tenable criticism to be made was the in- 
troduction of comprehensive services before some of the necessary 
facilities were available. It might have been preferable to postpone 
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some services or maintain small charges until dentists, nurses, hospitals, 
prosthetics, etc., were available in larger quantities. a a in 
quality need, however, be only temporary. 

8. Perhaps the most frequent complaint is that ie enea practi- 
-tioner has lost position and financial status. This deterioration i is partly . 
the result of large.demands on other medical services; but it is also the 
result of the pressure resulting from the availibility of practitioner’s ` 
service without financial check. The physician. earns more but not 
nearly in proportion to the additional work; and the specialist and the 
dentist have gained at his expense. Note, however, that in comparison ` 
with the factory worker, the British physician earns four times as much; 
in the’ United States, the proportion between earnings of sisal? 
and factory workers is about the same” In the rate of pay for service, ` 
_, in the degree of association with hospitals, and continuance of some - 
specialist work the practitioner can rightly expect some improvement.. 

9. As the program continues, we may expect: much improvement ^, 
education of the people concerning rights and duties; satisfaction of 
. backlog demands; improved distribution of physicians in response to 
diferential rewards (e.g., higher pay), in areas of shortages, and con- 
trol of entry; more careful scrutiny of prescriptions; improved struc- 
ture of pay for dentists, practitioners, and specialists; growth of health.. 
‘centers, with their improved services and economies of operation; in- 

- crease of medical personnel—all of these will help. 

10. Finally, the British experience is one that all interested in com- ` 
pulsory health insurance will watch. The British have moved quicker 
than this country—in part because the philosophy of the welfare state 
is more generally acceptable i in the United ‘Kingdom and in part be- ` 
cause, with much lower incomes, the need for an improved consumption 
pattern is much greater. Perhaps the most significant British mistake 
. from which we might profit has been the introduction of comprehensive 
services before the es facilities were available. 
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‘The sweep of the topic assigned to me, together with the time a 

wance, pretty much predetermines the shape and the level of this 
kea To be able to cover the topic at all, the treatment will need to 
je qualitative or analytical rather than statistical. or historical, though 
either of the last would present fewer difficulties. The qualitative ap- 
roach in-turn creates its own difficulties, and particularly with a topic 
as controversial as that of medical care financial policy. It is precisely in 
an area like this, indeed, that facts are scarcest. Not only are facts . 
Scarce, they are often unreliable and usually susceptible of more than 
+ sone: interpretation. For example, how much voluntary insurance have 
pe we in the United States against the medical care bill? (This paper does 
. not include discussion of insurance against loss of wages resulting from 

sickness.) . " 

Facts, it is true, asy we ordinarily use that term; are of comparatively 
small importance in decision on issues such as those involved here, 
but this only increases our difficulties. Decisions are essentially politi- 
cal—political in the best meaning of that expression: the registered: 
judgment of an active articulate majority of citizens. In coming to this” 
judgment the essential question is not how much private: insurance 
protection is there available to meet the medical care hazard but these 

. that aré much more complex and important: how adequate; how se- 
cure, how generally acceptable to the citizen is existing voluntary pro- 
` tection? Decisions on these questions depend not so much on facts as . 
on the postulates or assumptions that each of us begins with and that 
` so largely predetermine our conclusions. We could not of course hope - 
- to agree unanimously on these assumptions, even if we had thirty days 
rather than thirty minutes to discuss them. All the more reason that 
they be clearly stated: It is understood that every man will, and in‘a 
free society must, examine these assumptions. The. purpose of stating 
them here is to make sure that while on matters as vital and complex . 
as these unanimous conclusions are impossible, we shall at least not be — 
working from unstated or partially stated postulates. 
i The assumptions that follow seem basic* in determination of medical 
-~ care insurance policy. To this group . these aa E per- ' 


i 


~. 


1 For a more comprehensive list of assumptions Sdt these, see C, A. Kulp, Standards 
for Balanced Social Security Policy, First Annual Insurance E i a of 
Nebraska, November 17, 1950, 
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- haps ie second—may seem truisms; -for the-present purpose it is not 
l T that. ‘we agree on them as Jong as ‘they are eet) understood. ` 


The Assumptions 


— 


, Aano 1; Anean citizenship i is one: ‘of obligations as ‘well as ` 
‘rights and privileges. The corollary to this is that the time is past— ‘ 


' if indeed it ever was—that our citizens could be divided into two per- 


manent camps ot those who have e pay and those who have not and- 
receive; 
_ _ Assumption 2 It is much more’ likely than not that the average | 
7 American under existing medical care financial arrangements will soon . 
or late be faced with unpaid medical bills or ‘unmet. medical needs. I 
assume, that is, the Williamson concept of presumptive -risk, which 
' bases the case for compulsory insurance (though not.in the same way or... 
to the same extent as I shall later suggest) not on the shifting sands of: 
the availability, adequacy, and reliability of voluntary provision at a p 
particular time but, as the phrase implies, on a realistic aoe panee 20 


_. the situation of the ayerage man over a life time.’ 


Assumption 3. In making provision for financing medical care in- 
‘surance, the state—small s—should restrict itself to that part of the 
medical care bill- for which the ‘average than does not provide and ` 
cannot be expected ‘to provide minimum and reliable ‘protection. | 
A Williámson, for example, would include under compulsory insurance 


` not all, medical care costs but only those he classifies as catastrophic 


l for the average citizen. . 
Assumption 4. American niedical care insurance policy t as faras 
this is consistent with the insurance idea itself, be suitable and con- . 
genial to- the American temperament. It is as important to preserve ‘and. 
encourage our incentives to self-help as fo provide medical care -in- 
. surance. - i i s 
Assùmptions 3 ‘and 4 lead to the corollary that, quite contrary to the 
- inference to be drawn from the general title of this session, the issue 
of medical care insurance in the. United. States is one that cannot be 
stated, or be soundly solved, in the too simple.terms of an alternative. 
It is not one of either. all-compulsory or all-voluntary i insurance. The 
issue is much more accurately expressed, I believe, in the title of my. 
own paper. ‘It is one of how much compulsory and how much volun- 
tary provision and in turn of how best to arrange the relations between 
the two. Discussion throughout will bein terms of the soundest place 
to draw the line between the province. of compulsory and voluntary 
benefit programs. and the soundest ways to co-ordinate the two, whether - 


W.R. Willianson, Journal of Gerontology, January, 1948. 
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provided by state or private insurance organizations. Compulsory medi- 
cal care insurance may or may not mean state insurance, although the 
two are often found in combination. The Douglas catastrophe insur- 
ance proposal, for example, would join compulsory coverage with pri- 
bi insurance of the medical care risk. Under quite different conditions, 
ith quite different motives and with quite different results, both Ger- 
many and the United States have to a considerable extent distinguished 
the function of the state as prime mover from that of the insurer. 
Coverage and insurance issues are of course intimately related, and 
decision on either cannot be made without taking into account repercus- 
sions on the other; but for the sake of clarity and simplicity the discus- 
ion in this paper will center on compulsory vis-à-vis voluntary insur- 
ce and not on the kind of insurer that carries the risk. 
ranted the second assumption, that of unmet need for the average 
‘nan (and the collateral assumption of the importance of medical care 
Sr all citizens), the case for compulsion by the state is for the greatest” 
> part conceded. Questions at least as important, however, remain. Com- 
pulsory insurance for whom? Compulsory insurance at what level of 
benefit? Indeed, to a considerable degree, the answer of most Ameri- 
cans on the compulsory-voluntary insurance issue -will as a practical 
matter be made not on the naked question of compulsory insurance or 
‘no but on compulsory insurance for whom and how much? 








The Scope of Compulsory Insurance 


First, compulsory insurance for whom? For several reasons, it fol- 
lows that if there is to be compulsory medical care insurance, it should 
be universal, covering all citizens or at least all ‘employed and self- 
employed persons. This is partly because the concept of presumptive 
risks leads logically to the conclusion that since all citizens are exposed 
all citizens should have protection. If like the Europeans we finance the 
costs of compulsory medical care in part from taxes, there is another 
powerful argument for universal coverage—that of equity. It is simply 
not fair that a part of our citizens should be taxed to help pay for 
benefits for others which they themselves may need as badly as those 
who happen to be covered under insurance. If we are to have compul- 
sory insurance of this hazard, the only sound coverage basis is that 
which assures all a minimum benefit to which all have contributed. The 
more fortunate will be able to supplement this with voluntary insur- 

4 ance; no one will receive less than the national minimum established 
by the compulsory system. 

The answer to the question of how much—that is, of the scope of 
compulsory benefits and in turn of the field to be left to voluntary in- - 
surance—is more debatable. It depends on the extent to which we decide 
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asa paei that voluntary provision is reliable and adequate’ ‘as well 
as available. In determining the extent to which voluntary provision - 
can be counted on to cover medical care bills, the standards for testing 
reliability and availability should be high; for adequacy, low. 3 







despite state supervision the fortunes of private insurance organization 
(which by definition supply voluntary protection) cannot but vai% 
over the decades (and this has been particularly true of those special. 
izing in this field), voluntary insurance does not qualify as a way: to 
assure’a national minimum benefit, even for those fortunate enough at 
one time or another to have this protection. Insurance is either secure 
or it is nothing. As Assumption 2 implies, voluntary insurance also 
_ fails to meet the availability test. Like that for reliability, it is a stric 
„tèst, and to conclude that voluntary insurance can meet neither is, 
.’ conclude only that, like all institutions, it has limits and that there au. 
functions for which it is not perfectly suited. . 7 an 
‘Last, because it is vital that we give every possible incentive tol, 
help and voluntary insurance institutions (see Assumptions 1 and 7 
the standard for judging voluntary benefit adequacy should be modest. 
Even judged by these standards, the limitations of voluntary insur- 
ance as an exclusive program for meeting catastrophic medical bills 
are so great that compulsory insurance must be relied on to provide the ` 
national minimum. Compulsory insurance, however, requires supple- 
mentation by voluntary insurance. In what ways and to what extent the 
two programs can best be combined are the essential Sons to be dis- 
cussed i in the rest of this paper. 






H orizontal Divisions Between Conon and. Voluntary Do 


. Some approachès to the problem of finding the right combination 

‘may be regarded as horizontal, others as vertical. First, horizontal. In 

' social insurance, generally, it is agreed that benefits, should be set at a 

level’ below that required to cover full loss. Where financing i is shared 

by others than the insured this is particularly necessary. It is a logical. | 
_ corollary of acceptance of social insurance benefit as a national mini- 
mum. The horizontal limit on benefit may be applied as an upper limit 
in dollars per week. In cash benefit insurance paying for lost wages, for 
example, it is both necessary and practicable to preserve a’margin be- 
` tween the claimant’s usual wages and living standards and the benefit 
amoint per week. It is necessary—this is entirely apart from financial 
reasons—because of the intimate connection between benefit level and. 
_’ the individual’s incentive to get well and get back to work. It is prac- 
- ticable because such an upper limit on weekly benefit amount, the criti- 
cal factor, permits and- encourages provision of voluntary protection 
that TOPE the national minimum. Assuming that benefits are 
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paid; as they shoùld be paid, without limit ‘on the number of weeks, 
compulsory insurance. automatically ¢ covers catastrophic loss. The essen- 
tial element of security lies essentially not in the benefit level but in ` 
` the assurance to the claimant that the benefit will continue as long as 
he needs it. ` 
The device we have been discussing i is Hot generally suitable, how- ae 
, ever, for medical care benefits. For at least three reasons a horizontal . 
upper limit on compulsory medical care is not sound, If the limit is ex- 
’ pressed as ‘a maximum number of dollars per week or. month, it defeats 
the very purpose of the medical benefit; inevitably it centers attention 
on the price of the care and not on its adequacy and quality. We need 
_ look no further for proof on this point than to American experience with 
limited workmen’s compensation medical benefits. If the limit is stated 
as a maximum dollar amount per claim, this leaves the catastrophe ` 
hazard essentially unprotected and the claimant can becut off precisely = 
, at the time of his greatest need. (It may be necessary sometimes, as ° 
Blue Cross experience with maternity claims show, to make such a ` 
_ limitation, because otherwisé patients and.their doctors may demand 
unnecessary and unnecessarily expensive ‘services simply because they _ 
have been paid in. advance; but this, all parties agree, is a regrettable ` 
and they hope temporary- departure from insurance principle.) Also, 
if Blue Shield and other private insurers are admitted as statutory < car- 
riers of the compulsory risk (both foreign and American experience as- 
sures they will be) and if. doctors providing care to persons insured . ` 
under these plans are permitted to charge fees scaled to. individual pa- ` 
tient income, as is frequently the case today, a horizontal maximum 
could result in an arbitrary and unfair distribution of the. costs. of in- 
' sured medical care. ‘Inequities would be compounded if in addition doc-'. 
_ tors serving insured persons should take the position, as they have been 
known to do, that insurance ownership itself is a sign of comparative’ 
‘ affluence to be considered by the doctor in fixing his fee. Under an at- 
rangement such as this, the insured does not in fact have medical cost 
„security. The catastrophe hazard remains on him. Finally, such a maxi- 
-mum on the compulsory benefit might leave too little scope for. volun- 
tary insurance efforts, since private insurers. could hardly be expected 
to interest themselves i in insuring excess medical care costs. Up to now 
private insurers have not been interested in the catastrophe hazard; thè. 
single exception today writes only relatively well-to-do executive groups. ` | 
An advantage of the horizontal maximum is the ease with which 
it could be.used with universal coverage. On. balance its defects make 
it clearly unsuitable ‘for -American medical care insurance policy. ~ 
~ There is another and, I believe, a better way to place a horizontal ` | 
limit on compulsory benefit: by excluding all but the most catastrophic. _ 
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_ medical care. bilis. One suggestion is to provide insurance only for . 
- diseases anid disabilities agreed in advance to be catastrophic; listed in ` 
- the law. Benefits -would be excliisively in the form of provision of. 


_: medical-care, which-would eliminate entirely the. problem of fee-setting 
_ and the possibility of fee-padding inevitable in a program ‘providing | 
` ‘ash reimbursement of medica] bills. Thè problems; however, of defini- .- 
‘tion are. so numerous, . the subjective factor in medical diagnosis and . 
‘prognosis so-great, and” the chance of. arbitrary decision among in- 


dividual ċlaimànts so numerous that it could hardly be adopted, 
-~ A much -sounder ‘application of the horizontal ‘approach would be’ - 


es Seine variety of -reimbursement insuraice applied ‘to medical catas-. - 


trophe. The definition of. catastrophe ‘would-need to be carefully thought- = 


= out; but it. could be, made much morë objective than one embodied - 
~. in a schedule of diseases. In principle the dollar: limit would be that ` 
- -amount per claim or. per benefit year that represents a. loss of income < 
- “go great as to,result in major impact.on savings, individual or family, ~ 
-or on living standards, as ‘specifically defined in the statute. T he Doug- — 
_ las ptoposal, for example, would ‘cover the cost of medical care in 
excess of 5 percent. of income or, $150 a year, whichever would. be the 
> ‘smaller. A.research study under way under the auspices of an American 


university defines catastrophe as that situation in which the individual . - 


- ‘or: “the medical. spending unit” (a group of persons’ whose medical -: 
k expeùditures are paid, from common funds) has expended . 10 per cent ` 
’ or more of usual income tor direct and- indirect medical services dur- 
ing the year. 


One enormous advantage of this valet of ihe. horizontal apa 5 
is- that it would čóver completely the cost of catastrophic illness. Para-- 


k doxical as. it sounds at first blush, this approach—that seems ‘distin-: - 


guished by. what it. leaves out—is nevertheless quite consistent with- 
the réquirement that the ‘compulsory medical care ‘insurance - system ` 


` provide. a national minimum. In medical. care this -minimum can be 
expressed. most soundly, not as -å modest sum ‘of dollars a week, not | 
as payment of ‘the. little bills: that fritter away insurance’ “funds but 
‘that can atid should be absorbed in ‘the individual budget, but. as com- ` 


plete protection, without dollar or. time ‘limit; against. the personal and 


) financial. -shock of medical catastrophe. Another advantage of this ap- . 
_ proach is that it would leave. the rest of the field ‘to.commercial and: 
“other private insurers, -whose interest ‘to date has been; generally 


speaking, outside | the area of-catastrophic medical loss insurance. The 7 


catastrophe. reimbursement ‘benefit would consort logically also, with a ` 


scheme. of ‘universal coverage. Finally, because’.it’ would provide -not 


medical care as. such but money to pay medical bills, it would inter- 
E fere as little as- possible ‘with traditional doctor-patient relations. As- 
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sumption 4 requires a medical] care insurance program for the United 
States that is-acceptable to doctors as well as their patients. It would 
be naive, of course, to suggest that.the introduction of compulsory 
overage and financing of medical care could or should leave patterns 
Sf medical practice entirely untouched; and the doctors are right in 
their contention that the proponents of compulsory medical care in- 
surance have greatly ovérsimplified when they insist that the only 
change involved in compulsory insurance is a change in the way of 
raising the money to provide benefits. Doctors, too, will have to give 
as well as get, and they particularly will have to reorient that tradi- 
tional medical attitude toward all issues that touch doctors that is 
suggested by their approval of Blue Shield as “the doctors’ plan.” If ` 
the catastrophe reimbursement approach is to work, it is essential 
that as for the upper limit horizontal plan (though continuance would 
not be as serious) doctors surrender their traditional privilege of scal- 
ing fees on the basis of the patient’s presumed ability to pay; other- 
‘wise much of the advantage of and reason for insurance would be 
dissipated. 


Vertical Divisions Between Compulsory and Voluntary Insurance 


Several other possibilities remain. They represent the vertical ap- 
proach to definition of the respective spheres of influence usual abroad. 
Broadly speaking, social insurance abroad has taken for its function 
protection of the working classes, leaving to private insurance the rest 
of the population; again broadly speaking, each program: has been 
dominant in its own sphere. Over the decades the definiteness of the 
line between the two programs has become more and more blurred, 
primarily as a result of the slow trend to universal coverage, exempli- 
fied in the Beveridge program, partly as a result of the fact that Euro- 
pean compulsory schemes have always in fact if not in principle left 
plenty of leeway for voluntary insurance as a supplement to low bene- 
fits. The fact remains that the typical European medical care plan con- 
tinues to divide vertically the field and function of compulsory 
and‘ voluntary insurance. Because it discourages and delays achieve- 
ment of universal compulsory coverage and because implicit in it is 
the socially undesirable goal of providing complete compulsory pro- 
tection for insured persons, Americans should’ and will avoid it. In 
that they both cover minor losses, in Europe both compulsory and 
voluntary programs attempt too much. At the same time both leave 
the average person unprotected against medical catastrophe. _ 

Vertical division of function could also be arranged, it has been 
suggested, by programs differentiated by kind of medical service. It has 
been suggested, for example, that provision of hospital care or of - 
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ne covering the costs of hospitalized illness be made the function 
of compulsory insurance, leaving arrangements for other medical care 
and costs as they are today. This proposal, that would provide inter 
alia a variety of medical catastrophe benefits, would probably be the 
` easiest of all to introduce in this country, since the doctors could be 


- plans, already engaged in a semisocial function, are offering to serve 


as statutory hospitalization insurance carriers. The proposal has both. 


advantages and limitations. Even if compulsory coverage for the hos- 
pitalization hazard were made universal from the start—it is very 
likely to be less than. that—it would take us only partly along the road 
toward the ideal of a national minimum. It would provide no protection 
‘against nonhospitalized catastrophic illness. It could be arranged to 
cover the catastrophic costs of hospitalized illness but at the price of 
' exaggerating present pressures on hospital staffs and facilities result- 
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ae 


` left partly or entirely to one side, and the community hospitalization | 


ing from unnecessary hospitalization. Since the compulsory program: | 


would in all probability attempt to cover the whole need of the insured 
(except as individuals would continue to buy medical care outside com- 
pulsory insurance because of the real or fancied superiority of outside 


~ quality), the incentive to buy — insurance as a Suppiement 


would be weak.. 


On balance, the argument seems da to favor the Serotec re- 


imbtrrsement type of compulsory medical care insurance. 
A final observation. This discussion has been about the ways and 


. means in which compulsory and voluntary insurance could be com- 


bined. But even had we.an ideal answer for this, it would still be for ` 
thé medical insurance problem, not for the many-sided and immensely - 
more complex problem of financing medical care. Insurance, whatever ` 
its strengths, is after all a mechanism with a limited objective and a | 
limited function: to pool the costs of medical care on a formal pre- 


paid basis. It is a useful device but it is not magic. It does not of itself 
add one penny of income to meet the costs of medical care; indeed, 
insurance requires additional expenditures to cover the cost of in- 

. surance administration. It is indeed so unsuitable as a device to handle 
. the entire medical care problem that some would reject it entirely and 


` turn to state-provided .medical care on the current British model. In — 
planning a medical care program for.the United States, construction. 
'- of hospitals and related physical facilities, a more efficient and equi- 


; table allocation of these facilities, and the education and training of | 
‘much additional medical and related personnel are all more important ~ 
than medical care insurance. Even in principle, insurance can con- . 
tribute little toward these facilities; in fact it has contributed even less - 


because insurance funds havé usually ‘not been sufficient to.do more 
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ian finance cash and care benefits. In principle, compulsory medical 
/ care insurance could be used to promote and encourage preventive 
' medicine; in fact, the world over, compulsory insurance institutions 
` have restricted themselves almost exclusively to the far simpler task of 
providing benefits for those already ill. 

A comprehensive medical care program must also include provision 
for the medically indigent. To that part of the program, insurance as 
such has no contribution to make at all, although, at the risk of break- 
ing down the dividing line between tax-supported medical care and 
medical care insurance, it would be possible to use medical care in- 
surers as. the agents of the state in distributing medical care tothe 
indigent. This service function could very .easily be combined with 
universal insurance of the catastrophe reimbursement type. The entire 
population, including the medically indigent (whose number would be ` 

_ minimized as a result of universal coverage), would be automatically 
-protected for catastrophic medical loss, the state contributing the 
funds necessary to cover benefits for the latter. Medical costs less than 
catastrophic for the medically indigent could be covered as now, or 
these could also be provided on a fee-for-service basis by a statutory . 
insurer at state expense: 
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L Wel fare- Criteria. 


A welfare analysis Of medical care should be integrated with saae i 
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analysis of the economy as a whole. The medical industry #s-“different.” - 


But medical care competes with other industries for productive ‘re- 


` sources and for the consumer’s dollar. We cannot evaluate medicine 


d 


in isolation. Thus consumer expenditure for. medical care provides no 


~ criterion by itself as to the soundness of our medical establishment.’ 
' Nor may we assume-that any action which will increase medical care `. 
"is. necessarily ` ‘desirable from the standpoint of our over-all standard .. 
. of living. 


Familiar criteria for pi welfare within the economy as a 


tion of medical resources. “A third, ‘suggesting unique conditions in 


whole are: (1) optimum ‘allocation of resources in terms of medical- 
. and nonmedical employments; (2) maximum efficiency i in the utiliza- 


medicine, may’ be added: (3) minimizing the financial purdé on 


-_ consumers, subject to the first two criteria. 


In nonmedical areas, our welfare analysis’ is ‘tied to edia of 
enterprise and consumer sovereignty. Except where we find immobili- 


ww 
, 


ties or obvious wastes in a particular industry,-we are inclined to- ` 


as representing a roughly optimal balance ‘between technological bar- 


`- accept the result of the automatic working of the market system there 


riers and consumer preferences. But this depends on some very spe- - 
cial features of the forces acting in-a typical market. Demand and | 


l ‘Supply in the medical industry differ significantly from the typical. 


Demand. The money sums which consumers pay for the receipt of 


“medical -care.do not represent: consistent individual or group valuations 
of the benefits ‘to them. These benefits are. not. strictly. allocable ‘to 
those required to pay. There -is ‘no tradition that each pérson shall 
- pay fully for even whatever direct medical services he obtains. - 


Supply. Bécause of the diffuse yet “total emergency” nature: of the ` 
benefits and-the expensiveness of rendering them, substantial segments 


- . of the industry are organized on a nonprofit basis. Even activities car- 


ried on for profit are suffused with eleemosynary concern for-medical ` 


needs as opposed to money demand. In addition, medical ethics and 


Sad 


collective concem for the quality of care saint de modify. free -. 
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We must therefore recast the criteria given above to meet the unique- 
ness of the medical industry. I postulate giving particular emphasis 
to the following. First, therapeutic medical care arises out of the de- 
sire to be rid of illness, Illness is generally undesirable and unpre- 
dictable. Prevention is clearly preferable to cure; but so far prevention 


. has had but limited success. Modern emphasis ‘in preventive medicine 


‘ 


consists often in treating serious illnesses early; i.e., efficient therapy. 

Second, illnesses vary greatly in severity and with it—not exactly 
in one-to-one relationship—the extensiveness of medical care necessary. 
I submit that a useful qualitative distinction among illnesses be con- 
sidered in terms of “serious” and “nonserious” conditions. A nonserious 
(or trivial) condition is one involving only a slight personal or family 
adjustment by those stricken, and only minor “neighborhood effects.” 


-The family’s desire for medical care for such conditions is. comparable 


to--and indeed integrated with—its desire for new shoes or a television 
set. Serious conditions may involve an almost perfectly inelastic de- 
mand for medical care, important neighborhood effects, or both. 

As far as allocating resources to medical and nonmedical employ- 
ments, guaranteeing at least enough resources to medicine to give good 
care to all those suffering serious illness promises greatér total con- 
sumer satisfaction than any alternative allocation. In order that these 
resources actually be used to treat serious illnesses, subsidies may be 
necessary, Additional resources to medicine to care for nonserious 
conditions should—consistent with nonmedical needs—-be left to the 
workings of ‘the market: attraction of resources by the unsubsidized 
money demand of those stricken. - 

_ On the basis of this priority criterion, it should be possible to classify 
most illness conditions into the serious and nonserious categories. Ex- 
tent of disability, contagiousness, sequelae affecting national produc- 
tivity-or future disability, the inexpensiveness and greater effectiveness 
of early treatment-—these considerations should help us in classifying. 

Consumier tastes are relatively unimportant in medical care. Also, 
there is a high degree of uniqueness of input combinations, represent- 
ing the best treatment for specific conditions (with the exception of 
luxury elements at the fringe, the best cures; anything less often fails 
to do so). Therefore, when we ask to guarantee good medical care for 
at least all those afflicted with serious illnesses, we are implicitly 
specifying a minimum necessary bundle of medical resources deter- 
minate within fairly narrow limits. 

Third, efficient utilization of medical resources has two facets: 
minimizing the input cost of rendering a particular output. bundle 


- and maximizing the output bundle for any input allocation (“bundle” 


has quality and quantity dimensions). While related, these two are not 
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- jdentical:t in. medicine because they. are subject to the policy deion 
_ of different groups. : 
_-In medicine, we are not free to envisage saving resources by lower 
‘ing the quality_of care. Less than highest quality care,often represénts 
a total waste. So the problem involves obtaining emciency ‘without. 
“sacrificing quality. oe 
+ As far as minimizing input costs, medical resources teal be neither 


“2 over- nor underworked—a question basically of minimum average 


cost and maximum average productivity. For hospitals, this is com- 
plicated - by dispersion of. patient load over time. Such’ dispersion— . 
under what might be expected as typical conditions—increases the total 
cost of caring for a given total patient load. Dispersion can be lessened 
by extending ny of accommodation, oe Soe aang | 
lists, etc. 

` As far as.n maximizing ipul bundles, “the following are important: 
(1): incentives to personnel and facilities to evoke high quality care | 
without wastes of overtreating; (2) advantages of epeciehzaucn: 3) i 


disadvantages of overspecialization. 


_, This -last refers to the danger of fragmenting miedical care among. 
- dissociated specialized talents. We come increasingly to appreciate the 
importance of seeing the’ patient whole. The most notable movement 
in medical organization in this: regard is group. practice; which has 
“the ‘additional advantage of E fae equipment and 
"personnel. ae = 

i II. „Model Systems. .. 


Berai in mind these. generalizations, the rest of. the paper will 
discuss, the following models: private medicine—fee for service (no: 
‘insurance); private medicine—voluntary sickness insurance;- private 


fa 


. Medicine—compulsory sickness insurance; arid socialized medicine. 


In the first three models, I shall be dealing with the prevailing mixed 
patterns of organizing. care by governmental, nonprofit, and proprietary. 


~ groups and persons, In each model I. shall be concerned with the- 


financing of general medical care. I shall study each model in its hypo-' 
, thetical equilibrium state, in which we assume the implications of ‘its 
peculiar character will have been realized. Transition problems ate- 
assumed solved. This method is obviously subjective, but I believe. it. 
. to-be superior to those involving historical comparisons alone.” - 

A. Private Medicine—Fee for Service (: No Insurance). Under private | 


` fee-for-service medicine, a consumer incurs medical. charges only ‘if 


_ and when ‘he obtains medical services, the hmount depending on the 


3 $ 


extensiveness of care. The kind and frequency of care e desirec will de- 
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_ pend on the constimer’s record of illness. But illnesses are generally un- 
, wanted and unpredictable; moreover, once stricken, he has little choice 
_of effective treatments. His need for medical care is independent of 

" his income. 

. When struck by serious illness, hei ‘is often willing to spend “almost | 
anything” to be cured or appreciably. aided. But because good medical 
care is expensive, the consumer, willing ‘as he is to pay heavy sums, 
may actually be required to do just that. Not everybody, however, 
is so burdened, The great majority of families at every income. level 
experience no serious illness in any year. Their annual medical charges 

: are low, well below average. But the small minority with serious illness 
spend sums considerably -higher than the average, amounting to large 
_ percentages of their incomes. Savings are depleted, debts incurred, and 
` many. seek charity. The medical indigent Popuiangni is a considerable 
one. 

-~ Another consequence is that consumers will i to economize by. 

"seeking medical attention only when they think they are very ill. This 

discourages early diagnosis and treatment, and probably exacerbates 

both illness and expenses in the long run. ; 

' Why is medical care so expensive? First; fixed’ capital costs—the - 
initial investment—for factors are very high. Hospital construction 
costs are heavy. Medical education is long and requires complicated l 

equipment and talented. detailed instruction. The student forgoes i in- 
come throughout’ the whole duration. The education of doctors-is the . 
most expensive type of professional education. 

Second, no real economies of large scale are possible. The market 
is local; the services are personalized and elaborate. No mere concen- 
tration of resources offers great advantages. | 

: Third, no marginal cost pricing is employed: Because of significant 
factor indivisibilities, marginal costs may fall considerably short of 
average costs. But average cost pricing, with or without markup and 
with or without price discrimination, is preponderant. Besides, marginal 
cost pricing is inappropriate in a field saturated with resource immobili- 

ties and nonprofit elements, and where demand for care has vey slight 
price elasticity. 

While marginal cost pricing is not employed, prevailing siding scales 
of charges impose a smaller burden on consumers than would any 
alternative uniform pricing practice under fee-for-service medicine, so 
‘long as poorer families remain unsubsidized. Even with subsidization, 
poorer families would be encouraged to leave an even larger percentage 
of ailments unattended than under the present system. 

Aside from wpequal consumer burdens, the chief problem is a 
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medical needs do not. correspond to ability to pay; Le., to money de~. 
mand. -As a result ‘there are areas relative neglect: The more im-. 
portant is geographic. - : ; 


` Two facets of the provision of meda care must be distinguished: 
`- the availability of medical resources and their rate of utilization. In — 


a community well stocked with such resources, reasonably adequate | 


‘medical care can be expected for both wealthier and poorer inhabitants. 


- Low marginal costs of operation and medicine’s charity. tradition com: 


“bine to keep the poor provided. In communities badly. provisioned, - 


however, the wealthy may be able’ to obtain acceptable care—even ~ 


‘this is .doubtful—but poorer ‘families get grossly inadequate attention. 


The medical care market is basically local; so.the availability of medi- 


-cal resources to the community is crucial, 


‘Availability appears to depend on factors like poodi density, | 


mobility, per capita income, and number of rich families. Many of 


these are interrelated. Per capita income may be taken. as central.. | 
Construction and operation of hospitals and diagnostic, facilities cost _ 


‘money. Existence of such facilities. and of a well-to-do patient body. 


attracts personnel. The result is that facilities and personnel are con- 


centrated in the large cities, in-the wealthy areas. Rural, poor areas— 


especially in the Midwest and South—are seriously understaffed. 


. Physicians’ average income and work-load figures, moreover, - suggest 


that the situation represents not simply an absolute shortage concen- 
trated’in certain areas but some degree of actual maldistribution. _ 
= The other area of neglect is medical. Despite the nonprofit and 

charity elements in medicine, chronic illness has generally received less - 
attention than acute illness. Partly this is due to inferior ability-to treat ` 


- chronic illnesses; but also to the “nonproductive” reimbursement for 
` such caré. Contagiousness and the prospect-of present payment or future 


productive work are largely absent. to stitnulate public aid. The mar- 


. ginal benefit for specific services.is low, and under fee for service there 


is no-evaluative mechanism whereby: the social group may take into. 
account the-same-patient’s previous net benefits to society. . 
‘Consequently, medical care tends to be fragmented. There is little, 


| monetary incentive for group practice; but there is incentive for over: 


treatment by a multiplicity of nonintegrated ‘resources: 

B. Private Medicine—Voluntary Insurance. Voluntary i insurance does ` 
not organize or provide medical care. As under fire insurance, the sub- 
scriber is buying exemption from a probability distribution of. possible 


“money. losses by: accepting à money loss known. with certainty. 


Under voluntary insurance the contract premium is typically uni- 
form for all subscribers, with. poner me differentiation pele | 


= ra t 


a 


ECONOMICS OF MEDICAL CARE: I. ALTERNATIVE 681 


group and nongroup subscribers, The risks within groups are not dif- 
ferentiated. As voluntary insurance attempts to cover more people, 
higher risk groups such as the aged will be encountered, and premiums , 
“may then be differentiated by risk. For.the aged, though, the solution 
would -seem to lie rather in the direction of contracts similar to straight 
or limited payment. life insurance where equity accumulates over the 
life of the contract. Actuarial overpayments in early years permit un- 
derpayments or cessation of payments in later years. | 

Benefits differ depending on type of contract. Up to now, the great 
preponderance of contracts has been for hospital bills alone, although 
combination with surgeons’ bills is gaining. This experience, moreover, 
has been achieved with the most eager customers that voluntary in- . 
surance is likely to have. In the absence of radical changes in medical 
practice, the hospital-surgical combination is apt to preponderate in 
an equilibrium situation. 

Very briefly, these are some POSE INEREES of voluntary i insurance 
as here characterized. 

1. Marginal cost to the subscriber of some hospital procedures is 
far less than under fee for service. Greater hospital utilization is to 
be expected, both for serious and nonserious conditions. The increase 
will be limited by the fact that not all costs incurred in AOP PRANZEG 
illness are covered -by the insurance contract. 

2. Subscribers, while not able to budget for medical care on fee-for- 
service basis, are able to budget under voluntary insurance. Under fee 
for service, no provision which the family might make to meet the 
cost of an unknown burden of illness can be an equilibrium position. 
Even reserving the mathematical expectation of medical charges is in- 
appropriate, since the onset of serious illness may financially cripple 
- the family. — 

Under insurance, however, by simultaneously buying up the separate 
unpredictable risks of many persons, the fund can set up a. meaningful 
mathematical expectation of medical charges per subscriber. Each sub- 
scriber is enabled to confront a certain loss no matter what his own 
actual sickness experience. Some gain, some lose, but each is almost 
equally likely to gain before the fact; and-the loss represents the se 
cost of being free of uncertainty. 

3. The cost of medical care is spread over the healthy as well as the 
sick in the insured population, thus shifting part of the burden from 
seriously sick to those not so stricken. As a result, under the reasonable 
assumptions of generally decreasing marginal utility of income and 
random distribution within each income class of marginal utility of 
income functions, the total financial burden of illness is decreased. 


~ 
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4. Subscribers who otherwise would be ‘medically indigent are gen- 


ards are very lenient will be worse off. Such leniency, however, en- 
courages consumer irresponsibility if insurance is available, because 


`- erally better off, but the small proportion living where charity stand- > 


_ by remaining uninsured these families are gambling with other people’s | 


_ money. 


5. There will be some decrease i in the medical indigent load. But 
a sizable group of persons may be expected to refrain from buying 


eea insurance.. The, possibility of a “free ride” as medical in- 


digents, optimism about health, high gambler preference, high uniform 


premium, and irrational prejudices may all induce’ i families to. 


gamble. 
6. Very slight geographic shift of burden from poorer to richer com- 


` munities may occur. Most insurance plans cover only a small area, 


within which there.is no appreciable difference in illness incidence or 


income distribution of subscribers. 


7. No appreciable redistribution of medical resources will result.. In- l 


surance, by spreading sickness costs among healthy as well as sick, 


will improve operating incomes of facilities and personnel. But the ae 


provement is not: likely to be substantial and there will be little addi- 
tional financial strength for increased capital commitments to facili- 
ties. 

8. ‘Lowering financial barriers to the care: of illness in Jomi will 
tend, to distort medical treatment into overutilization of hospital facili- 


ties to the relative neglect of cheaper ‘but no less effective modes of - 


care. 


_ A last word on the strategy of premium and benefit levels under 


„contract might exclude all. normal maternity benefits but include. | 
benefits only for maternity complications (like the practice of Group , 


t ad 


voluntary insurance. From the consumer’s point of view, insurance 


appears to be worth while chiefly because it will enable him to avoid - 


financial catastrophe in the.event of serious illness. Thus to achieve 
maximum consumer participation, a contract covering only all basic 
costs incurred in hospitalized illness (perhaps in ward accommoda- 
tions) should be available to poorer families. In this regard one such 


Health Association of Washington, D.C.). Maternity, in being subject 
to- family planning, is not a-strictly insurable condition anyway. Ex- 


cluding these benefits would enable cuts of roughly 15 per cent below : 


current Blue Cross premiums. The encouragement of large families for 
the poor could be left to alternative contracts or, more’appropriately, 


to public policy. 


C. Private Medicine: Compulsory National Sickness Insurance. Com- 


pulsory § insurance may take many forms. The only characteristics which : 


we 
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I feel can be assumed to. be common to all forins are legally mandatory 
membership for every family within the affected population group 
and financial liability benefits as with voluntary insurance. The in- 
| n fund does not organize or itself render medical care. ` i 
 T ‘should like briefly to mention characteristics which differentiate 
such plans from voluntary insurance. _ 

1. Financing. Premiums need not be uniform or vary-with individual 
or group risk, Also, the system need not be actuarially sound. Although 
pay roll taxes are most often advanced as’ appropriate, there is reason 
to préfer simple additions to federal personal income tax (perhaps 
with somewhat lower progressiveness than the base) with local govern- 
ment contributions. The pay roll taxes proposed involve serious ad- - 
ministrative problems when a large proportion of the population is 
to be covered. Employer and-employee contributions are thought to be 
regressive, the employer portion having potentially poor employment | 

“effects. In addition, the. tax-consciousness engendered may lead con- 
sumers to abuse the system. A compromise for political feasibility might 
involve nominal contributions with the bulk of financing coming out ' 
of general revenues. 

2. Coverage. Any percentage of the population can be covered. En- ` 
suring adequate benefits: and equity of treatment and making the ad- 
vantages of insurance’ widespread recommend total coverage within 
the single government plan. Parallel operation, of voluntary plans with. 
the government plan assuming residual responsibility is probably too 
difficult administratively. The shifting of the medical care burden from -. 
the sick to the healthy will be made general; but there will-be a dif- 
ferentiation in this shift: the ‘sick poor will gain more in absolute 
amount than the richer sick; the healthy richer families will lose more . 
than the healthy poor. 

Compulsory payment of. taxes to the system would not. preclude a 
consumer making arrangements for medical care outside the system. 
The equity involved here is like that in public. education. ` 

Because of compulsory. membership, it is claimed that the system 
is coercive. For wealthier families this claim has merit, although they 
would probably welcome insurance if the tax progressiveness were | 

less than prevailing price discrimination. But -for families with less 
than. average incomes—representing probably the bulk of those, un- 
covered by, voluntary insurance—the claim is dubious: Under’ the 
charity tradition in medicine, uninsured poorer families may fall upon | 
public support when seriously stricken—they “coerce” hospitals, doc- 
tors, other patients, philanthropy, and taxpayers at large into bearing 
their responsibilities. Many of these, too, would welcome i insurance on 
favorable terms. Others gamble on getting a a ite ride.” For this latter. 
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group, public coercion 1 fepresents a correction of individual i irresponsi- as 


bility which ‘adversely affects. others. 


3. Benefits. The benefit level may be set wherever desired. Compre- a 


_ hensive care seems most desirable, for although hospitalized illness alone ' 


may: appear sufficient to the consumer, this discourages- economical’ _ 
medical practice. Moreover, it does little to emphasize ay a gnosi = 


and.other aspects-of preventive care. 


‘Comprehensiveness of benefits does not: mean equal poni for all- 


. illness, conditions, Utilizing the- serious-nonserious classification de- 


~ veloped above, I shall examine the problem. of proutics under cori- 


prehensive insurance’ below. ' 
4. Centralization of Administration. Under national insurance, the 


“administration: may be centralized in various degrees. Voluntary in-. 


surance is largely set up -under independent smaller-than-state units. 
`- With integrated administration, high uniform benefit standards, and a 


pooling of all insurance revenues into a single national fund, national. . 


“insurance can bring about improvements ‘over voluntary insurance: 
= a) Enrollment benefits to consumers. Consumers are covered where- 
-ever they live. There are no uncovered waiting periods and no loss of 
, membership ‘because of unemployment (due to income tax financing). 


b) Economy of- administration. Administrative machinery seed . 
not be duplicated under integration; administrative units can be as - 


. large as justified by efficiency; unique centralized services can be 


‘> performed. On the other hand, these are somewhat offset by procedural : 


- ‘duplications necessitated by multiple levels of control. To minimize 
this, much decentralization should ‘be: provided. . 


= 6) Geographic shifts of burden and resources, Voluntary ae : 


can do little to redistribute medical resources ot the financial burden of 
medical care from poor tó rich areas, because the financing and iitili- 


zation of such resources are left wholly to the finances of the locali- 


” ties themselves. Under voluntary insurance, each community gets only 


what it can afford to pay for, but under national, insurance, a com-- 
_ munity is not restricted to its own monies: it may share out of the. 


general fund. As a result, the general shift of burden from the sick . 
- to’the healthy, with its side shift from rich who pay more to poor who - 
` pay less, involves . wealthy areas subsidizing poor areas. The extent - 


' of the subsidy depends on relative incidences of illness and the degree 
to which additional medical resources dre attracted to poor areas, 


Operating revenues of resources already established in these. areas will 


probably increase-sizably; philanthropy and taxing powers may. be 


relieved. But these are only permissive factors. There is no guarantee . 
. that communities will.want to expand medical facilities. Besides, even. 
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expansion may not be enough to lure doctors from the attractions of 
metropolitan practice, 

The advantage of giving federal aid through an “insurance system” 
"is that operating’ funds are ddvanced to each area on the direct basis 
of its need for medical services. No additional political influences are 
needed. Capital grants are not hereby precluded. 

5. Compensation of Resources. Methods other than fee for service 
can be effectively used under national but not under voluntary insur- 
ance. Resources can also be paid by capitation or salary. The capitation 
method seems most desirable. Most doctors strongly oppose a salary. 
basis. They feel that their status would fall to that of’a civil servant 
—an employee of the state. The use of salaried compensation might 
seriously lower practitioners’ morale and sap their incentives to give 
high quality medical care. It would do nothing to encourage preventive 
care. Its only advantage is that it would require the smallest adminis- 
trative load. 

Fee for service has been most preferred ‘by doctors; but its use 
would involve detailed reporting by doctors on every case; hence violat- _ 
ing doctor-patient confidence, enlarging administrative apparatus, and 
requiring supervision over the practitioner’s medical work. It would 
encourage overtreatment but do nothing to encourage preventive care. 
It might encourage the opposite. 

Capitation would not require reportage. Full responsibility for diag- 
nosis and treatment would belong to the practitioner. Because the doc- 
tor’s marginal revenue for a procedure is zero, he has no incentive to 
overtreat patients. If there is no serious shortage of doctors or over- 
utilization by consumers and if capitation rates are not low, this in- 
centive can be channeled to stress preventive care. Lastly, capitation 
imposes no financial incentive against group practice. In fact, the > 
greater the operating efficiencies of group practice, the greater will be 
its positive attraction under capitation. 

The basic compensation of hospitals should probably be remunera- ` 
tion of total costs (including depreciation). Marginal costs are inap- 
propriate; so-called “inclusive” costs might result in undesirable stint- 
ing of hospital services; the separate financing ‘of stand-by and in- 
patient variable costs is irrelevant, unless the variable element is 
part of a scheme designed to press down hospitals’ costs. Such a scheme 
is dangerotis under a system where the insurance fund is the hospital’s 
sole source of revenue (the role of philanthropy is problematical). 
Economy should probably be left to internal control by trustees and 
staff, 

Lhe Distribution of M sdicùl Services. Probably the most important 


e 
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Under fee-for-service medicine, ei the mollifying effects of price | 


discrimination and third-party charity, the positive còst to the con- ` 
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difficulty under national insurance is that of distributing medical c care | 
` -among applicants. Í 


sumer of each additional medica] service acts as a disincentive to his : 
_ seeking the best possible care for every trivial complaint. But because — 


-of the gamble and. the fallibility of self-diagnosis and the separation of 


"medical needs from money demand the disincentive is too strong and | 


resources are distributed badly: too few preventive and diagnostic 


. services and inadequate care for some full-blown serious illnesses. The 


distribution of the patient load among medical resources reflects to 
some extent. ‘pre-emption by income as well as by need. 

Under voluntary insurance, the major change is that additional 
hospital services will be sought—some at the expense of nonhospital 


ailments will remain. 


Under national insurance as so far ‘outlined, -all deete will = 
-þe ‘removed, What can ensure that medical resources will not be 


swamped by trivial complaints, that specialists will not be sought 


unnecessarily, and that these pressures will not force an overexpansion, 


of medical resources at the expense of other productive areas? Part of 
the answer lies in internal professional controls. But a financial mechan- 


ism is advisable to strengthen these defenses. The key would appear - 
to be to impose coinsurance features into.the insurance system. Co-. 
‘insurance should apply only to nonserious illnesses and must be con- 


sistent with income tax financing and capitation reimbursement. 


The following administrative mechanism, sketched briefly—in effect 


a ‘point rationing system—might meet these objectives. 
Point Rationing System. Consumers would pay medical resources 
directly for all services with nontransferable, dated, signed, and ad- 


dressed coupons of two kinds: one for serious and the other for non- 
_ serious conditions. Diagnosis to classify a condition would be con- 


- services. Fee-for-service disincentives for the care of the bulk of trivial 


` sidered serious. Specialist and hospital services would be by referral 


` resources would ‘turn in all coupons received. In addition to basic. 


only; so that patients know beforehand in which category they fall. 


serious coupons not returned to the insurance office but not for serious 
coupons spent. Rates would be small, for disincentive only. Medical 


compensation, ‘practitioners (and perhaps druggists) would receive 


-cash for nonseriòus coupons but not for serious, to avoid collusion 
- with consumers. Consumers would be protected by the administration 


a 


'. Point prices would be based on quantity of services. Upon periodic ~ 
issuing of new coupon books, consumers would pay cash for old non- 


` 


3 


a e 


: P 4 D: i l : 
ECONOMICS OF MEDICAL CARE: H. ALTERNATIVE = 687 


calculating seriòus-nonserious work-load ratios ior all resources and 
investigating decidedly. low ratios. 

D. Socialized Medicine. Space does not permit more than to differen- 
‘tiate socialized medicine from compulsory national insurance. So- 
cialized medicine involves government ownership of facilities and an 
- employer relationship with all medical personnel. The government or- 
ganizes and renders care. As such it may determine distribution of 
medical resources and the burden of care. It is faced with problems | 
similar to those of national insurance with regard to over-all financing 
and distributing care among applicants. The chief issues concern the 
complete antagonism of the practitioners who would have to work under 
the system and ah evaluation of socialization in general. 


DISCUSSION 


Fa G: Dorn: This paper by Professor Harris i isa very. concise , 
‘statement of some of the economic effects of the British National Health Act. 
In fact it has both the virtue and the vice of strictly economic analysis un- 
leavened by consideration of experience with medical practice. It is strictly 
seg poii in its analysis and in its forecast of changes that may be ex- t 


N 





“The detailed analysis of costs and the changing character of medical expen- 

` ditures is very useful indeed. The interpretation of the statistics is confined to 

_ those facts on which an economist can rightly pass judgment. And while-these 

selected effects of the health scheme are impartially presented, it-seems to me 

. that Professor. Harris counts rather heavily on time to remedy defects which 

- his own analysis shows to be caused mainly by financial stringency and human ` 

` frailty. If the general practitioner has been pushed into an unfavorable posi- 
tion ‘relative to other medical service personnel and if, as Professor Harris E 

.* says, one of the principal needs is for more money for: the general practitioner,- X% 
where is it to come from?-If hospitals are overcrowded, where is the money a 
- to build new ones to come from? How are the hypochondriacs to be separated” 
from those seeking early diagnosis of serious illness? 

_ But. most serious of Jall,.how'is merit among medical personnel to be re- > 
warded? The fee-for-service system, despite its alleged shortcomings, r rewards, 

_ those who excel. ‘The British health scheme puts. a penalty on careful, time- 
‘consuming. diagnosis and treatment. As Professor Harris states, “the physician 
‘tends to depend less on history, clinical observations, and the like and more 
‘on snap judgment and medical prescriptions. » It. may well be that deteriora: 

_ tion of quality has not been serious: yet, but I wonder what the effect will . 

- be’when those doctors with previous training and experience are replaced by | 

those with no experience in the “old school.” No responsible person in this) 2 
country urges that our medical schools return to. the standards of 1900, when: ` l 

‘ hundreds of diploma mills turned out graduates.quite ready to make snap 

judgments but hardly fit to practice scientific medicine. A British doctor who 

must always hurry simply cannot maintain high standards. I believe that_em- 
phasis on quantity rather than quality is self-defeating. Experience with com- 
pulsory health insurance in other countries reveals: that rather than decreasing 
illness and absenteeism, the number of days per‘year lost per worker to: these 
causes has steadily increased i in those countries while medical progress has ad- 
vanced by leaps and bounds. 

-I would like. to say only a few ‘words about one of the “wastages” to: be. 
eliminated by the health scheme. Monopsonistic buying by government may 
eliminate some selling and advertising ‘expense but the procurement experi- 
ence of our own government. does not augur well for efficiency. Moreover, the ey 

i “careful, listing of medicines and drugs available under the scheme” i is as direct” 

‘an invasion of the methods of practice of medicine as can be imagined. - 
 ° Finally, I would like to suggést that the British experience with a com- 
-pulsory health system i is not too helpful to us in the United States. As Pro- 
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. fessor Harris states, the philosophy of the welfare state is generally more 


acceptable in the United Kingdom than here. Furthermore, we have no crisis 
in hospital economics such as faced the British at the end of World War II. 


Our medical care institutions are going concerns, whereas the British had to - 


both replace bombed-out hospitals and reorganize many existing ones. There 
is no health crisis in this country that calls for government direction of con- 
sumer expenditures from recreation to medicine. We have the opportunity to 
improve our medical care and its distribution by means far less drastic than 
the one the British people have chosen. 

The sum and substance of Professor Harris’ paper is the old Chinese 


proverb, “Make haste slowly.” He really thinks the British moved in the right © 


direction but moved too hastily. He apparently subscribes rather whole- 
heartedly to what might be sharply termed “the poor dumb peasant theory.” 
The British people should not be permitted to spend their money as they see 
fit, but priority ‘should be set up through a system of taxation in order that 
medical care shall become a “must” item in the British family budget. 

I have defined cradle-to-the-grave (to which Harris refers in his quotation 


-from the Beveridge Report) as a scheme whereby those close to the grave 


would fasten themselves on the pay checks of those closer to the cradle and. 


` tide piggy-back, or piggy-bank; to the grave. The British may subscribe to this 


doctrine but I do not believe Americans do generally. They have not yet suc- 
cumbed to a plan to rob youth. 

Harris underestimates the importance of the hospital crisis in England 
which was the main reason for accepting socialized medicine. Physicians’ in- 
comes in the United States have risen almost but not quite as rapidly as per 
capital national income since the base period, 1935-39. Harris never quite 
answers one of his leading questions, “Can the British afford these large out- 
lays?” Should the wealthier nations spend a higher or lower percentage of 
national income on medical care than poorer nations? , 

Finally, I firmly believe that the British experience roda no guide for 
a plan of action for the United States. I would add two reasons to those Harris 
has presented. First, about 38 per cent of their voters are more than fifty years 
of age as compared with only 33 per cent.of oyr voters. Second, their tight 
little island provides no health contrast such as infant mortality among Ameri- 
can Indians, maternal mortality among Negro mothers, and the long-lived 


. Swedes of Minnesota who live longer than the-Swedes in Sweden. 


Professor Rothenberg has presented a discussion of the economics of medical 
care under several theoretical systems of payment. In the definition of terms 
and the careful enumeration of results which may be expected under various 
conditions of medical practice the paper is very valuable as an outline of the 
alternatives which now present themselves—although I do not think that the 
possibilities of further development of so-called “voluntary plans” is carried 


" nearly far enough, especially in comparison with the lengthy discussion of 


compulsory insurance. 
I wish that Rothenberg had carried his separation of illness into serious and 
nonserious a little further into the realm of what may practically be done to 


~ 
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implement this idea. For example, it may well be possible to set up a ‘type of ` 


insurance using the $50-deductible feature now commonly used in automobile 


insurance. I also regret that Professor Rothenberg seems to have. forgotten 


‘his earlier recommendation that “nonserious conditions should—consistent « 


with nonmedical needs—be left to the workings of the market” when he con- 


‘cludes that “comprehensive care seems most desirable, for although hospital- 


ized illness alone may appear sufficient to the consumer, ‘this ae eco- 
_ nomical medical practice.” 
I think it is important to point out the different emphasis sua is placed 


ł 


on quality of medical care by Professor Rothenberg as compared to Professor’ | 


_ Harris. 


_ The four separate discussions (of private medicine—fee for service; private - 


= medicine—voluntary sickness insurance; private medicine—compulsory sick- 


ness insurance; and socialized medicine) are, as Professor Rothenberg states, 


subjective analyses. And although historical comparisons were purposely left 
out, I believe that this approach results in a treatise so isolated from every- 


_day experience as to leave one without a sense of direction., A discussion of - 
methods of payment for medical care should involve more than just the wel: . 
fare of the individual patient. Since Professor Rothenberg apparently recom- - 


- mends compulsory health insurance, I think it is incumbent on him to justify. 
taxing all the people for medical care and depriving them involuntarily of other 
consumer goods. 


AOLE 


Now for-some short comments on Rothenberg’ 3-paper. There are many - 


“quotable sentences and phrases in this paper which I would call good writing. 


He says that he is not going to-do something and then turns around and’ 


~ does precisely that; for example: “We cannot evaluate medicine in isolation.” 


It seems.to me that he does take the problem out of its setting several times.. 


In contrast with the speakers: at the earlier session, he does say that group 
practice is-not an unmixed blessing because it can, but need not, ee 
overtreatment. 


I commend the reasons he gives for agi not buying voluntary health. 


‘insurance to the sales organizations of all voluntary health insurance com- 
panies and plans. I think they could build a good sales talk on these reasons. 
The people who cannot afford. the Blue Cross and Blue Shield types of in- 
surance are those who cannot afford the premiums—although for an entire 

family these premiums rarely exceed the price of a pack of cigarettes per day. 
_. His attempt to draw a fine line between socialized medicine and compulsory 


national health insurance—mentioned in his last paragraph—reminds me of 


TA. ) 


the claims in 1941 that we could have price control without consumer ra-. ` 


tioning. But we did have rationing! 


This i is the most theoretical discussion I have ever heard by Professor Kulp. 
His thesis is built upon four assumptions to which at least one more assump- 


` tion should be added to provide’ reasonable support for his conclusions. That . 


fifth assumption į is that no one at any time in our economy has any personal 
savings. 
These assumptions take one anay from the- sale p rea, largely because 


-_ 
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Professor Kulp has not tackled the hard problem of applying these assump- 
tions to the purchase of goods and services which human beings need, or at 
least think they need. For example, are they applicable to the purchase of ` 
food, clothing, and shelter? If not, why not? If they are generally applicable, 


then they lead inevitably to the conclusion that the only: solution for unmet , > ` 


needs for all goods and services is compulsion. This is another variant’of the 
Harris thesis to which I have referred, Somewhat more sharply than I should, 


as the “poor dumb peasant theory.” Professor Kulp leaves no alternative but 


compulsion as the royal road to providing the last dollar of funds to pay 


for the last dollar of cost for all goods and services. I should like to ask this a 


eminent ‘student of insurance if fire insurance is unsatisfactory because the 
loss not infrequently exceeds the amount paid by mig insurance company. 


. Then is compulsion in order on fire insurance? 


` Can a society remain free under government anp for the payment of 
this last dollar of economic loss? Can a more effective method of bringing 
about totalitarianism be invented ‘than to prey upon the Americans’ love for - 
insurance? I am sure Professor Kulp will not misinterpret that question. 
Let us return to his assumptions, particularly the second: “It is much ` 


“ more likely than not that the average American under existing medical care 
_ financial arrangements will soon or late be faced with unpaid medical bills 


or unmet medical needs.” Then he states: “Granted the second assumption, . 
that of unmet need for the average man (and the colldteral assumption of the 


‘importance of medical care for all citizens), the case for compulsion by the 


state is for the greatest part conceded.” Tie these two sentences together and 
you have the gist of his paper: if we assume one thing, we conclude another. 
In other words, I specifically charge Professor Kulp with having. assumed a 
conclusion. 

But let us iene the question of logic at that paint Does he not offer 
an alternative solution to his alternate solution? If private insurance can be 


l trusted to take care of the small claims and thereby supplement compulsory ‘ 


ie coverage of large claims, why could we not eliminate-the necessity of using 


-compulsory insurance at all if private insurance is that good? Cannot.we ac- 
complish the goal by raising the limits of coverage of private insurance? Blue 


© Cross now pays about 82 per cent of the average hospital bill and the dif- 


ference is due, in part, to luxurious accommodations. Would Professor Kulp 
be satisfied with 90 per cent? After all, we have only been working seriously , 
at voluntary health i insurance for some two decades. The average reimburse- 
- ment ‘on physicians’ bills, which do not usually come in such big chunks 
as hospital bills; is considerably less than 82 percent. | 

‘Finally, although it may seem somewhat out of keeping with Professor 
Kulp’s theoretical discussion, might I note that the largest Blue Cross claim 


/ paid during 1949 was $5,578. 30 ona hospital bill of $6,273.71 and the highest 
during 1950 was $7,512.40 on,a hospital bill of $7,804.92. Likewise, the high- _ 


est claim paid by a Blue Shield Plan-in 1949 was $1,771 -.00-—all but $40.00— 


_ of the total physicians’ fees for a man in California who was badly burned. 


' So the alternative to the alternative is to keep working toward better coverage 


of our voluntary, plans without risking a complete change in our way of life. 


om 
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RALPH Ë. BLODGETT: I should like to devote my discussion time primarily 
to the question of cost—and especially. the cost or compulsory nealta insùr- 
’. ance.. m = 
I am not disposed to giere very much with Mr. Rothenberg’s preamble on. J 
: welfare- economics: I do question that it would be: ‘readily possible to work out ja 
-~an acceptable and useful classification of ailments in ‘terms of serious and © 
' nonserious, and I am not sure that the best treatments for all serious ailments 
_ are determinate within -rather narrow limits. However, I should be satisfied 
-to have agreement, on these ‘points specified as. a prerequisite for the install- 
' ment of compulsory health insurance, since -that requirement might keep. us. 
, safe from this project for another generation. 
The treatment of the relatively well-known characteristics of private medi- 
. cine with fée for service and with voluntary i insurance Will be passed over with 
. only the comment that, if what we need is protection against the major catas- 
/_trophes’ of medical expense and not the odds and ends, voluntary group in- 
_ surance may coñe to do the trick and should be within the reach of most - 
“families. A family can purchase Blue-Cross or Blue Shield membership paying . ~’ 
_ the bulk of hospital bills and in-hospital medical bills for about twenty cents ~ 
per day—the price of a bottle of beer or a pack of cigarettes. > a, as 
__ The amount of the total cost, to be allocated is of considerable importance 
-in discussing methods of financing compulsory health insurance. It seems to 
me that the probable cost’ is frequently underestimated greatly. In.1949, we 
spent about 4 per cent of the national income on médical services. And yet ~- 
,Mr. Oscar’ Ewing, in his volume on the nation’s health, suggested. that com- ` 
_-pulsory health insurance could be financed basically by a 4 per cent tax on ` 
wages and salaries up to $4,800 and on the incomes of the self-employed up 
to the same figure. Four per cent of a part is less‘ than 4 per cent of the whole. 
` If. medical services are now inadequate, it is’ difficult to see. how they could °.' 
be made adequate with a smaller total expenditure. A 
The actual cost of compulsory health insurance would” depend .on several - 
variables, including the efficiency with which the, government operated its 
- ventures in general, the- number- of people covered, the number-and kinds of 
‘medical services and facilities made available, the. extent: to which people 
made -use of the system, the number of governmental: payrollers involved in 
. addition to medical personnel, and the volume of abuses that developed. The. 
` last factor mentioned would include simple overuse of medical: personnel and 
facilities, but I am not sure that this is all it “would include. Neither am I com- 
. pletely enthusiastic about Mr. Rothenberg? S point rationing ayeum for pre- 
venting abuses. BS 
-` In any case, I am rather sure that we could not give people all the médical ` 
services they want or think they should have. for much less than double the 
amount spent last year. And, since the proposéd base for pay roll taxation 
- would be less than the total national i income, it might well take a 10 per cent p” 
tax rate on wages and salaries up to $4, 800 and on the incomes of the self- 
employed upto the same figure ‘to finance the project.: Such taxes would ` 
‘scarcely be«politically feasible, whatever ee be a of ne economic 
acr antages and | disadvantages. os 
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In all probability, then, the i necessary | funds, or most ài them, would have _ 


= 


. to be taken from general revenues, and this means primarily. from the pro- 


ceeds of incomé taxation. Indeed; some people would favor this solation in | 


‘principle. In connection with it, however, I should like’ to call-your attention ` 


. to a few matters. This method: of financing would ‘bring compulsory health 
insurance clearly into the open as a device for redistributing income—for - 
taking from some and giving to others. It could no-longer be referred to as 
“just insurance” or as a device for getting the individual to prepay his medical 
_ bills. It is part of a general redistributive program. ` The people who took out 
a great deal-more than they put in could probably be educated to like the 
system here as in England, but what of the others? The fact that redistribution 
can be practiced to some extent. within a capitalistic system does riot mean 
, that if can be carried on without limits, | 
Compulsory. health i insurance seems to be related. to de widespread potion; 
probably mistaken, that all- -people must be made equal in all respects if we 
aré to obtain a really.democratic society. Do some people stand out from 
the rest because they have.a highschool education?. Then everyone must, have 


5- ., one. Do some then stand out because they. have college degrees? Then everyone 


should have such degrees, Do some people. stand out because’ they ‘receive 
' superior medical services? Then everyone must have equal access to medical 
services and facilities. A noted ‘educator proposed that we should solve the 
_ problem in. collegiate education by conferring the bachelor’s degree on each 
“American at birth, thus setting: our higher educational ‘institutions’ free for 
‘educational activities, but no o such easy solution seems available. in the ‘case’ 
of medical services. a - 

. The cost of compulsory health insurance could: be borne réadily by ‘itself, 
but it should not be considered: by | itself. Rather it should be considered in 
conjunction with all the other projects and expenditures of. government, which 


_ are giving us as heavy a burden of taxation in peacetime as in wartime. We ` 


—*... have started in a direction which might bring us eventually to a position like 


a afte 


~ 


we h 
a 


cn 
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“that of a family which engaged i in installment. purchasing until the monthly 
payments exceeded the family income.:And like. such a mythical family we 
should discover that we had lost all freedom and flexibility in the utilization 
of income, and that the total package: of commodities and services received `` 
was far from completely appropriate. to our wants. If we are not careful,,we. 
.may see the day when the.government, instead of withholding taxes, will just . 
take our total i incomes and later ea to us any small er aone that we may 
have coming. - 

_ The really. basici issue seems to me to, be the kind of an economic system 
we want to have in the future. If we yearn primarily for stability and security 


` and-think that social welfare can be maximized by a rather equal distribution 


of the i income which we are already capable of producing (or even somewhat 
less), we can go in for a number of security and other projects and the taxes 


£. nécessary to finance them. On the other hand, if we want continued change, 
' innovation, progress, increasing production and income, and rising standards 


of living, there are some things which we must be careful about..We must -. 


not protect the individual from insecurity to`such an extent ‘that he would 


at 
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i 


| just as soon not work, We must not fix up our total tax bill and the kinds of 


taxes levied in such a way that people have little ‘incentive to make large 


_ incomes before taxation, that businessmen see.no reason to start new enter- > 
prises, that potential- investors will ‘not-invest, or that young and growing ° 
- enterprises, which need their earnings for expansion, will be discriminated  - 


against as compared with old and well-established enterprises. There is danger 


that we shall drift into a certain type of collective ponon. without ever hav- 
_ ing declared ourselves in favor OL it. 4 A 


-CARL T. Artt: The three papers presented agree substahtially on the neces- 
, sity for some form of compulsory insurance. That the logic of the case supports. ` 


. this reform in thé financing of medical care is a conclusion with which I 


~ 


heartily agree. Professor Harris suggests that the British. experience justifies 
the principle. of compulsion even though it appears that a mistake was made 
in introducing a comprehensive scheme before the required facilities were avail- 
able. Professor Kulp points out that the “case for compulsion by the state is 


~ for the greatest part conceded.” Professot Rothenberg submits the thesis that_ 
eas 


financial protection against serious illness cannot be secured in a voluntary 
system where fees for service and high-level premiums for voluntary prepaid 


- Insurance exclude those of low-income status. ' 


It’seems to me ‘the problem before the American people no longer involves 


a choice between voluntary insurance and: compulsory i insurance but rather a 
. choice as to the degree or scope of a national health insurance program: Fur- 


` `~ 


thermore, the British experience indicates that the decision to institute such: - 


a plan involves equally important decisions as to the method of compensating 


doctors and as to when such a program should be established in view of the `` 


current inadequacy ‘of medical facilities in terms of quantity- and distribu- 


tion. 


I should like to comment on the question as to whether a national i insurance — 
program financed by special pay roll taxes and/or higher personal income _ 
` taxes should make it possible for all members to secure medical attention for 
all types of needs—preventive, nonserious, and serious—without the imposi- ` 


tion of additional charges on the patient. 

It has been suggested that a small charge be úade for each visit to, thé 
doctor, dentist, and hospital. in order to reduce the number of needless visits 
to medical facilities, and that, in the interest of limiting the costs of a com- 
prehensive national plan, distinctions be made between serious and nonserious 
or normal and catastrophic illness with the idea that compulsory insurance 
provides complete OHIE only against the serious and catastrophic medi- 
cal emergenties: 


- _ There are, I believe, Già serious dangers associated with the refinements - 
mentioned. In- the first place, to make the appropriate distinctions with refer- - 


ence to nonserious and serious illness or to determine whether or not a person 
has spent more than 5 or 10 per cent of his income on medical care and thus 


to determine his eligibility for medical catastrophe benefits, would involve tre- 
mendous bookkeeping detail and administrative complexity that would. be 


added to. the paper work normally associated with any scheme of national 
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health insurance. The E of national health insurance must guard 


against undue complexity of administration. 

A second danger, more serious than that of excessive ‘complexity, i is that the 
imposition of deductible insurance features or special fees for visits to doctors, , 
hospitals, etc., will discourage some people from getting early and necessary > 


. treatment. The demand for preventive care and care for, nonserious illness 


is highly elastic and most sensitive to any specific charge for medical care. 
Determining the most efficient method of remunerating the doctors is an- 
other difficult problem in the administration of a compulsory national health 
program. It is generally agreed that the fee-for-service type of payment is 
least satisfactory in that it requires detailed reporting by the doctors and en- 
courages overtreatment and high costs to the program. The capitation method 
is likewise not-wholly satisfactory in that it encourages practitioners to seek 
patients; thus creating a situation in which clients may be badly distributed - 
among: the various doctors. This seems to be the case.in Great Britain with 


- reference to the general practitioner. The most efficient method, it seems to 


~ 


£ 


me, is the use of-salaried compensation. It would involve a relatively smaller 
~ administrative problem and could be flexible enough to encourage: younger 
doctors and develop a better distribution of doctors throughout the country. 
The major’ difficulty, of course, is that doctors vehemently oppose such a 
method of payment. We are told that incentives would be destroyed and that 
the quality of medical care would therefore decline. It should not be forgotten, 
however, that the bulk of medical research, the innovations, and the rising 
quality of medical care are, for the most part,-a product of salaried employees of 
medical research groups and universities. There seems to be sufficient evidence 


to suggest that fixed salaries with merit increases would not sériously under- 


mine the medical profession. On economic grounds, the salary concept warrants 

further consideration. On tactical grounds, of course, the unified opposition 

of doctors may be a sound basis for rejecting such a method of payment. 
The current inadequacy of medical facilities and the pressures created by 


a war economy pose a ‘practical question: Should we, assuming a measure of `- 


agreement on the desirability of compulsory health insurance, push for im- 
mediate adoption of such a program? 
The lesson of British experience points to the necessity for greatly EET 


"and better distributed medical facilities as a prerequisite for effectively func- 


tioning comprehensive insurance. Because the philosophy of the welfare state © 
is not as generally acceptable i in the United States as it is in Great Britain, 
it is much more imperative that we- guard against ‘operational mistakes that 
might turn the weight of strong political pressures ‘against the whole idea of 
compulsory health insurance. The supporters of comprehensive health insur- 
ance might well consider plans to strengthen medical schools, train more 
doctors, and develop medical facilities and thus set the stage for the adoption 
of the compulsory financing of medical care. In this.connection, it should be 
noted that federal support in the form of low-interest loans to co-operative . 


. health groups might go a long way to improve the distribution of medical 
facilities. . 


The current pressures of a. war economy make it unlikely that the American , 
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people will consider sweeping changes in-the financing of medical care, In- 
creased outlays for a medical program and the diversion of capital, materials, 
and labor into medicine would add to the pressures on a severely strained 
economy. This is not to imply that the United States cannot afford a compre- 
hensive prograni at the present time. It is merely to suggest that the political 
realities of the situation indicate that the public will be unwilling to assume 
the additional burdens involved. 
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Roun TABLE ON Rerokr oF lo ON THE Teacaes 
E _ OF ELEMENTARY ECONOMICS `. 


Dificulties in Teaching ‘Economics—W hat They Are: eee E. 
` Leamer: The Committee’ on the Undergraduate Teaching of Eco- 


-Romics and the Training. of Economists. submits its report to us, the 


., Achers of economics, with ‘the hope that “it may stimulate, and serve 
as a basis for, a series of departmental. discussions “everywhere i in this 


country that economics is taught. to undergraduates.” Your panel, . 


feels. that we might appropriately begin this nation-wide ‘discussion 
by reviewing some of' the basic difficulties in the teaching of under- > 
graduate economics and by beginning: an inquiry into possible solu- 


_ tions. The first of these two duties is. mine. I’ propose, therefore, to 
_. Summarize briefly around ‘five centers of focus some of our difficulties, - 


“particularly several that. are stressed in “this report and others which 
I have become cognizant of from the Writings of economists on general. 
education appearing over. the „past ; 175--years:  -_ 

A first center of focus concerns difficulties which are ee sonay 
curricular. As teachers ọf economics we face the ‘problem of determin- 
ing which of ‘the newer developments in’ economics and which of the ` 


`- social science and philosophic materials being urged upon us in behalf 


of general education arè to be included in our basic course—a course, 
.- incidentally, which in-spite of these added claims. for inclusion has for , 
at least: twenty-five years typically. remained: of the same duration: 
Only by gome criteria of ‘selection from. these bounteous - materials 
can we hope in any intelligent way to resolve these difficulties. 

Yet in the pursuit of ‘such criteria we teachers of economics are again 
. in diffculty.. Most of us, the repòrt reveals, feel that the major con- 
tribution which- elementary economics. should offer.the citizen for demo-. 
cratic social action is a set of principles or an integrated body of 


theory. Yet. this view is being subjected tó serious criticism by several _ 


alternative positions .as to-the- proper integrating principle for, general. 


¿> economic education.“One of these alternatives vigorously supported in 


parts of this report,- -especially- by J. M. Clark; is the view that eco- 
nomics should be.taught.as an.integral part of political, social, psycho- 
logical, and- especially ethical. considerations. Another alternative is to 
center etnphasis upon a nontheoretical description of modern problems . 


} - “and institutions. Still another emphasis is to stress: ‘history as the-most 


useful medium of economic education. Finally ‘there are those of us 
who. are so impressed with the lessons to be drawn from our specialty, - 
“who are so convince! that dynamic: teaching. ce. a teacher wag 
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radiates his own, political and economic views, that our ‘aching ob- 
jective is essentially- hortatory. Of course, in practice most teachers - 
combine with varying emphases theory, social philosophy, modern `} 
_ problems and institutions, history, and exhortation. The source of our: 
curricular difficulties may be, therefore, that most of us have not | 
formulated oùr curricular aims in terms of their philosophic basis and . 
their practical implementation. #4 

` In view of the growth of economics, the new claims of. other subjects . 2 
„upon our time, and the diversity or uncertainty of aims among us, how i 
y are we to develop criteria by which we can build an economics curricu- . 
lum most appropriate to a free society? Is our problem one of too | 
many objectives, as the Subcommittee on Elementary Courses sug- 
gests, or is it still, as A. B. Wolfe suggested thirty years ago, one of 
“Jack of functional aims, definite enough to be real”? 

A second set of difficulties in teaching economics concerns methods —- 
of instruction; e.g., such matters as the proper nature and role of ` 
lectures, quiz sections; discussions, texts, problems, visual aids, etc. —e 
The uniqueness of these difficulties is that economists generally ; are not 
„aware they exist. The subcommittee’ questionnaires reveal that we 
teachers of economics are satisfied with our current educational, prac- 
tices, including both curriculum and. method—a satisfaction, inciden- 
tally, which L. C. Marshall also found to exist twenty-five years ago. 

One wonders, therefore, whether this satisfaction results from an ab- © 
sence of difficulties or from situations which tend to make economists 

‘ unaware of their problems. I suspect ‘the latter. . 

`. There are several influences which sometimes breed in usan un- 

_ founded satisfaction with our methods, First, many of us as students 

_ have developed the “professional contempt”—so common among “non- -~< 
-pedagogues”—for the products of education departments and the con- 
cern over educational methods for which they stand. Not method but 
content we believe to be ‘the instrument of true education. Secondly, , 
__to admit- that our difficulties arise from our methods of instruction is to 
admit otir own personal weakness. How much more satisfying to our 
-pride is the explanation of our failures in terms of the uneducability ` 
of our students, of the inherent nature of our subject, or of conditions 
imposed upon us from outside our classroom! 

I would suggest that we should reflect most seriously upon the state- 
ment which Mr. Lewis submitted for the reaction of economists in the 
government service: “Indeed it may be that the method of. teaching is + 
more important than the substantive content of the courses involved.” 

For example, it may be that the great difficulty we find in getting stu- 
dènts to transfer their classroom experiences to their civic life is due to 
the failure. of our classrooms to give experiences in the co-operative dis- 
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cussion of economic issues such as ideally aracta democratic so- 
cial action. It may be that our failure to make theory the engine of 
_ analysis for which it is intended is that we teachers are too prone to 
follow the view of the majority of the Subcommittee on the Under- 
_ graduate Economics Curriculum in viewing the teaching process as 
“mainly one “of transmitting to the student something which the teacher 
' knows” rather than that of the minority which views education as 
“primarily concerned with teaching the student how to aca mowi: 
edge for himself.” 
My current role is not to take ddes on these issues. I Giok they do 
, suggest, however, that the general failure of teachers of economics to 
reflect upon such problems of classroom methods in relation to a con- 
scious educational and social philosophy may reveal to us an important 
area in which study and experiment might produce significant results 


` ‘for economic education. 


_As a third area of difficulties I shall consider several ‘which result 
from the inherent nature of economics as a subject matter. Economists 
generally agree, we have noted, that theory should be stressed in an 
introductory course. While I have found in the literature many effec- 
tive cases for economic theory, such studies as have been. made on its 
teachability seem to suggest that abstract theory is simply not com- 
municable to the great mass of undergraduates, or to the extent that it 
is teachable it becomes a tool by which examination questions are 
answered and not the engine of analysis for which Alfred Marshall 
intended it. The difficulties of theory seem to come from many sources, 
including the popular resistance to abstraction and to quantitative 
.. methods, the difficulty of the conception of mutual causation and of 
thinking i in terms of the margin, the complications resulting from econo- 
mists’ use of popular terms but with special meanings, and from the 
citizen’s. tendency, once having mastered theory, to oversimplify its 
applications or to use it only for rationalizations. I cannot yet believe 
that these findings as to the inherent unteachability of theory are con- _ 
clusive, They do suggest that those of us who -feel the importance of 
‘theory need to direct our concerted effort to the discovery of condi- 
' tions for its effective use. © 

The report will point to difficulties which result from the lack of 
finality of our subject matter and also.to difficulties resulting from the 
fact that economics is becoming increasingly complicated. But prob- 
ably the hardest problem related to the inherent nature of economics is 
that it is a subject on which most students will have opinions given to 
them by better teachers than ourselves. How is.one in 108 hours of 
elementary economics to make any headway against the incessant and 
' effective economic education to which students are subjected from their 
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homes, ‘from. the press, from pressure groups, from unions and t trade 


‘associations, from their church, and even from our. noneconomist col- 


leagués? The truth embodied in. the principle of alternative or oppor- - 
tunity cost is simply one which proponents of change refuse to think 
about. For these reasons, is it not presumptuous to think that teachers - 


-of economics can really , teach such ‘a difficult and popularly — 


, able subject matter? - 


‘These considerations are related to and suggest a fourth area Not dif- — 


‘ficulties; namely, those arising from the nature of modern society. Ef- 


i fective social action seems increasingly to be by well-organized groups 


—groups unified by. special interest and using modern means. of ‘mass’ - 


communication to secure support for their causes: The democratic ideal - 


of ‘effective free- discussion’ by ‘small: intimate groups whose only aim - 


cis truth seems increasingly far from reality. With. modern politics be- 


coming more and more the pursuit of power rather than the co-operative 


pursuit of consensus, does it not seem that the teacher of economics. 
-~ who would equip his students for independent judgment may be pre- . 
paring them for an ideal democracy which is not now our own? 


In addition, certain modern situations tend to lessen the- receptiveness 
of students to economics, even though mass communication and or- 


“ganized thinking may not close: their senses to instruction.. The modern 
_ reaction against economic determinism often results not in students tak- - 


ing the notieconomic more seriously but in discounting unduly or be- 


coming indifférent to. what economics has to offer. Furthermore, right 


-. how the issues of war and peace and the resulting future uncertainty 


_ of individual life tend to diminish greatly the apparent importance of.- 
- economics for the solution of ee and pressing social and per- 


| sonal issues. 


The report points effectively to the enhanced problem for economic 
education which results from the shift of our economy from one of - 


market toward one of government control. The requirements for in- 


telligent citizenship i in a democracy which i is relying increasingly upon 
government controls would seem therefore to be growing. But, as Adam 


_ Smith observed,. division of labor may increase production : at the ex- 


pense of civic virtues. Thus we may be living in an age in which we are 


imposing requirements of- greater civic duty and- intelligence upon our 


` people who as a résult of the modern oy are re ae eee 


‘unable to meet these requirements. _ 


To cite but one illustration of the difficulty i in teaching nodem eco- .. 


A nomics which Smith’s insight suggests, I refer to the problem of pro- 
_ viding the citizen with an education by which he may distinguish the 


` expert from the charlatan or dilettante. Admittedly the services of spe- - 
_ Cialists are required to cope with the complexities of our economic and 
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` political. society. In serving this” need. economics has even had to or- r 
. kanize its own division of labor. Our question as general educators, - 


_then, is how much and what- economics will.énable. the layman to be 
= sure hei is following the advice- of ‘the competent expert or of the. poli- 
tician advised by him? This-very difficult field of the proper role and 
relations. between the economist, the popularizer or teacher of ecoriomics, 

_ and the citizen needs much more thought than it has had in the past. 
Indeed its study. might reveal ‘important insights which would con- 


_ tribute to solutions to. ee of curriculum and methods of-instruc- 


_ tion. -` 
A fifth and final set of difficulties which pei the teacher of ¢ eco- 
nomics consists in detriments to effective teaching which we, the eco- 


a 


nomics profession, impose: upon: ‘ourselves. Already I have noted our - 


frequent indifference to matters of pedagogy and our. self-satisfaction 


with- our curreñt methods-and curricula. But more important. and per- 


, haps ‘basic to-these is the. fact ‘that our ‘standards of success tend to 
>" Jessen the esteem of teaching, for the rewards of honor among our fel- 
‘low economists persistently: flow to those creative minds who. advance 
the scierice. The rewards of prestige from our fellow men regularly flow 


to economists who. use. their authority to, tell their ‘fellows what they . 
‘prefer to heat.. The rewards of money go'to those who sell their ‘“‘sci- . 


entific bag of tricks”. to interest groups who are willing and are able to 


pay. He who would devote himself primarily to becoming a good teacher . 
must either be one. who would. fail in the more acceptable. or more * 


- lucrative roles or one who has been led astray. ` 


This is not’to detract from the importance of economic seat nor 


from the possibility that-research may be good preparation for effec- 
.. tive teaching. It is simply: to. suggest that under existing conditions 
motivation and education may be lacking for.the greatest development 


of excellent undergraduate, teaching. From this fact may-flow many of 


_ our difficulties. The drive to do creative research will probably always 
promote competent economists to seek to withdraw from time-consum- 


_ ing undergraduate instruction, until at least economists again become | 


social philosophers; thereby making research complementary with gen- 


eral education.. 

Not only is.the. motivation for uridergraduate: teaching increasingly- 
lacking but so.is the educational background. Graduate institutions 
seek generally to-train researchéts, not to educate teachers. Robert B. 

e Pettengill, of the Teaching Institute of Economics at the University of 
Southern California, recently | found that of sixty-eight leading colleges 
„and universities only four had required courses in educational methods 
for prospective teachers of economics, four more had elective courses 
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V in teaching wo and A ten oe as much as two to nine hours. 
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z of seminar : amie to the matter. This is not necessarily to suggest that - 
- good teachers are made. by” methods <ourses. It does suggest that one i | 
: important source of difficulties in'ecohomic education may come from , 
the fact that graduate departments will. not realize that one of their ` 
primary human products i is teachers. This. will be increasingly s soin. the -, 
-future unless economics departments choose to be-indifferent.to thie 
‘needs of the expanding junior college, general education, and- adult l 
education fields. < ae 
"| The key importance of our last set of difficulties Beconies apparent l 
when viewed in relation to the -previous four. Important as may be our 
. problems rélated to curriculum; to methods of instruction, to the nature ` - 
' df economiés, and to the nature of modern society, a precondition fora. 
. general discussion of these among economists is for us to overcome dif- 
` ficulties ‘inherent in ourselves. This is why it is- so important that we 
" ‘here, who I. presume are among the convinced, develop plans for in- 
Stitutional arrangemets which will promote study, discussion, and eX- 
periment concerning economic education. ` = 
-How can the American Economic Association ‘facilitate the con- - 
- tinued study of our subject? How can we bring into our discussions the’ 
‘many teachers of economics in junior colleges, teachers colleges, liberal . 
arts colleges, adult education, and in ‘secondary schools, many of: whoin | 
are not members of our. Association? How can we motivate a quality 
_ of journal-article worthy of our professional magazines, and how can 
we interest once again editors of. these journals in materials on eco-- | 
nomic educatign? How can we stimulate research by graduate students | 
-and mature economists on- our relatively undeveloped field for study? . - 
. How can we promote discussion which gets beyond the level of super- - 
` ficial testimonials or exhortation: or of reiteration? How.can we promote 
a genuine discussion which involves a truly co-operative pursuit of in- 
‘sight and truth oriented from a conscious philosophic basis? How, in- 
deed, can we get this current repòrt widely read and discussed?. Thesé, _ 
_ I propose, ate among our immediate difficulties. Now ei this Fer 
_is-published, where do we go from here? 
- In closing, let me warn against a possible misinterpretation. of my 
‘remarks. Though I have stressed difficulties I believe solutions-are pos- 
. sible. Indeed, I have. become aware of most of these difficulties by read- 
ing how economists have proposed to remedy them. I am convinced, 
therefore, if we teachers of economics but’ reflect upon the nature of l 
$ . democratic socialaction, if we but seek to develop thereon a philosophy & 
of democratic education, if we but frame our economics curriculum and i= 
our teaching methods in terms of this philosophy, if some ‘of us but ~ 
- devote our major efforts to the pursuit of the art of teaching as an in-; 
~ . tegral’ part of a personal and social philosophy—if we but seek to do‘ 
these things our difficulties need not es insurmountable. j 
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discipline, and, above all, what can be done about it, not from the view- 
- point of vested departmental interests, but from that of the positive 
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igs apt to happen: either he falls asleep or he runs away. The marginal 
rate of substitution of other.courses for economics appears to be near 
the danger point today; few are the college departments of economics 


that could afford to have their subject taken off the list of “required” 


courses. 

` This is an amazing aoum in a world in which economic decisions 
affect the daily life of every person in a crucial way. It is imperative 
for economists to search their souls, to try to find out just what teach- 
ing practices may have contributed to the public reputation of. their 


part that economics can play in general education. 
To my mind, the Committee report on undergraduate teaching of 


economics represents an outstanding contribution; it approaches the — 


issue in a forward-looking and promising spirit. Perhaps the Committee, 


_ at some future date, could also test the effectiveness of economic teach- 


‘ 


-that they get nowhere,. educationally and otherwise, if they try to . 


‘ing, for example, by analyzing a specific course from the viewpoints of 
‘the knowledge contained and communicated and the impact on the 


attitudes of the student: does it make him enthusiastic, scornful, con- 
servative, reform-minded, or what? 

The Concept of General Education. If any one result of the E 
tion stands out, it is the emphasis placed by representatives of highly 
specialized fields—business firms, government agencies, medicine, law, 


engineering, social work—on the capacity for independent thinking and l 


a broad social outlook as the most desirable equipment in a specialist 


‘today. Thus general education is increasingly interpreted in terms of 
personality development. Now I am not one of those who turn their 
_ hoses up at vocational studies; their basic importance cannot be denied 


in a world of growing complexity in its technological and managerial 
organization. But vocational schools increasingly discover that success- 
ful specialization can be expected only on the basis of a sound training 
in independent thinking and judgment. Conversely, many colleges find 


superimpose assorted vocational courses, s, perhaps of a-diluted kind, 


upon a liberal arts structure. 
However, it is. the concept of education itself that really matters. 


Most of us, I hope, have discarded by now that old-fashioned -notion- 
- of education as the accumulation of a stock pile of information that will 


last you for your entire postgraduate life once you have acquired it 


during your school years and had it duly certified through a B.A. Few ~ 
of us think of the role of a teacher today as a kind of fireman who opens 
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Difficulties in. Teaching Economics—Possible Solutions: Ania 
- LAUTERBACH:- When the beginning student—or many an ordinary ` 
=`. cltizeh for that matter—hears the word economics, one of two things 
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the student’s ‘skull, then takes a big shovel to push as nich intellectual ` 
` fuel into it as it takes, _and finally seals-the skull hermetically in order _. a 
to keep the wisdom ‘thus. supplied. in it for. good. Of course, if we can . 3 
: imaginé ‘something even worse than that, Cs ‘is. teacher we just. 
leaves the skull open.. ei 

‘Real education doés not: consist of cramming facts figures, of e 
down the. student’s throat three times a week—they. will be out of. his < 
~ organism. the day -after the final examination. It does not consist of 
| making him learn theorems. by heart. It does not’ consist of ‘merely E 
rhe! him that most issues are complex. and then leaving him stranded 
- jn a confused and defeatist mood, Real education, applied to the field of 
_ economics, consists of arousing the student’s interest in and understand- . 
- ing of important- processes in economic society while e giving ‘him a: ‘gen 2 
-eral knowledge of the. sources and tools of research. - E 

. Good. teaching, accordingly, does not’ mean mere entertainment of 
- the students. (or-a demagogic talking down to’ them)'on the principle 4 
-that the Customer is always right. If the students, among other benefits, 
.. also get fun out of the course, so much the bettér—professorial dullness’ 
is getting: more unbearable every “year—but ` ‘the essence and test of. 
aes teaching àre`in the intellectual excitement that makes the student - 
- ‘both eager: and able to learn, not only for the duration of the course, s 
but forever. Tbis, indeed; is ‘possible only if the teacher offers a firm ’ 
. yet thoroughly: democratic guidance; if he does not. dodge: value judg- _ 
ments or.personal opinions and. yet does -not expect the others to Share - - 
_ them; if he knows bow to distinguish between opinion and bias, be-- 
7 tween objectivity and neutrality; and above all, if he has-no less respect 
.. for the personality, needs, and possibilities: of the youngest ‘freshman ” 
than for those of the aldest expert. 

` Main Types: of Undergraduate Economics. At the present time, an 
almost endless ‘variety of. ‘approaches to the teaching of general eco- 
. nomics appears to exist—sotje of ús might prefer the term chaòs—_ 
- despite the standardizing effect of textbooks. At least three major ~ ` 
__ types .of economic instruction can be discerned | in: the undergraduate , - 
~ college’ structure. a 5 i 

- The first type is the one which pae thën main tehet on economic’ 
< theory i in the sense of ‘a supply-demand analysis. The educational aim - 
_of-this type of. instruction appears to be’a general training of the stu- 
_‘dent’s mind in abstract reasoning, with subséquent application of analy- Ta 
. tical tools to specific. problems. Now if some theoretical thinking can Pa: 
‘be learned without reference to materials that interest the individual ’ 
` “concerned, this aim. may be well worth while for certain types of stu-_ 
dents; but the academic world appears to be getting rather doubtful 
whether either-the subject matter or the methods. of neoclassical theory- 
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offer the best way to achieve any such result and EA this approach 


isnot conducive to social escapism. Too often has it neglected Alfred ` 


“Marshall’s classic interpretation of economics as “a study of the eco- 
nomic aspects and conditions of man’s political, social and private life; 
but. more especially of his’ social, life”, OES of E 8th 
ed., London, 1947, page 42). 

The. second major- type of ¢ economic 'instruction aims at business- 
training. It concentrates on a description of existing institutions from ^ 
a practical viewpoint, but often feels únder an obligation: to pay tribute 
to economic theory by presenting supply-demand relationships in analy- 


‘tical terms—to.the disgust of many students..Needless to say, business - 


administration, marketing, and accouliting are important and legitimate 


fields of studies; but-the proper place to emphasize them is in a voca- .. 


tional institution rather than in‘a general education college... 
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The third major type.of instruction: attempts to convey to the stu- 


~ dent a broad understanding of socioeconomic processes, including insti- 
` tutional change and cultural. variation, with such analytical generaliza- 
- tions as are ħelpful in achieving the educational aim mentioned earlier. 
< To my mind, this type of instruction meets most frequently the needs 
of the undergraduate student to whom economics is new as.an academic 
subject. A detailed outline of one such course; along with a discussion 
of other approaches, can be found in a ‘report submitted.to the Metro- 


re 


_ Politan Economic Association of New York earlier this year. by its. ` 


committee on approaches to the teaching of basic econoinics. 


Educational Aims of Economic Instruction: Very great differences a 


exist among thè educational and administrative structures of American 
-colleges. ‘All attempts ‘to tailor economics courses to this or that text- 
book, regardless both of the prevailing needs of students at a given in- 


wt ~ 
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stitution and’ of individual differences among the students, have failed, . ` 


as they had to: So has every. attempt to cover the-ground, namely, the 
- whole expanding field of economics, in a beginner’ S course. 

-What we need is a variety of ‘general courses in economics instead of 
-the ‘traditional required course for everybody. Súch differentiation 


should by no means: be. limited: to that ‘between. courses of -varying | 


length, though-length is ‘one of the many things: to be considered. We 
- need, further, a concentration of most types of introductory courses on 


live issues.in economic ‘society—which does not necessarily mean topical 


~ issues—along with an introduction of the student to analytical thinking 
about real socioecorioniic problems in.a broad Sense, and not about 
made-up: pseudomarket situations -which mean very little to him. It 
may be advisable for some groups of students—either social or occu- 


'pational——to begin with specialized economics courses in fields that are l 


of personal interest to theém—say; consumer problems or agriculture 
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or labor or ER trade-or the economics of education—and ha to 
proceed to. integrating courses involving prińciples -and analysis, This, 
indeed, _ presupposes’ a broad training and outlook on the part of the ) 
_ teachers i in charge of specialized courses as well. 
“Another possible setup “for an introductory course is to start out from 
a specific problem.in economics that everybody i is interested in; e.g., 
the local housing situation. From there one can branch out; during the 
whole school year, into. standards of living, ‘past and present, at home 
and abroad; social stratification; motivations of business activity, the’ 
_ market mechanism: national i income and financial policy; political and - 
racial factors in housing, and the sociophilosophical issues involved; | 
_ and so’ forth. ‘Such a procedure will center around a down-to-earth - 
_ problem. in. economics, but it will bring in gradually every other aspect 
_ of the issue that matters—regardless of whether it i is classified as finan- 
cial, political, psychological, or philosophical.. 

‘No real educational purpose is likely to be met if a.course siemens = 
‘to offer an economic encyclopaedia in a nutshell; if it supplies a hodge- © ` 
- podge-of business data or techniques without any structure or analytical 
‘equipment; if it operates with psychological assumptions that have-no 
‘relation to social reality; or if it gives the student the unwarranted im- | 
pression that the essence of theory and abstract reasoning’ consists of - 

: - making simple things complicated rather than vice versa. 

The course should make the student realize ‘that economic processes ` 
“Zare of vital concern to him and that he can come to understand them. 
more fully through earnest study and research, It ‘should: make him 
wish to go on studying economic problems, both at the college and on 
“his own; it should make him apply, i in a systematic way, his intellect, 
> his new knowledge, and the reasoning’ power acquired to specific prob- 
_ lems in ‘economics in which he has a personal stake. His study of eco- 
` nomics should: serve to give him a better understanding of society; it 
‘- should help makè him a democratic citizen with social responsibility. 
- and a healthy power of resistance against emotional bias, against quacks 
and rabble “rousers. Such democratic freedom of intellectual choice , 
: should not, indeed, be confounded with a preservation of the economic 
-status quo. In the long run, nothing could be more damaging to the 
intellectual attráction of economics than a quasi-totalitarian commit- 

ment to the economic institutions or ideologies of the' moment, _ 

It is perhaps sheer heresy to:say_to a group of professional econo- | 
‘mists that even the best economics course is by no means the only way - 

~ to achieve the civic purposes . described—and for many students not 
_-avfeasible way at all. Quite generally, we- should not: assume that 
' neglected. educational needs are always met best by offering an extra: ne 
course with this or that title or text, What is needed more often and - 
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hiore e urgently i is an economic teaching staff with broad interest and 
training in both social science and education—or a different educa- ~ 


- tional approach and atmosphere at the college concerned in general. 


“Moreover, social -responsibility—including a great deal of economic. 
~ ‘understanding —can be conveyed to many students by. courses which 


are completely outside the jurisdiction of the department of economics. 


I happen to teach at a college which has done away completely with 
required courses, including economics. This does not mean that any 
_ student can take at random any courses he or she likes for four years 


` and then get a degree. It does mean that the curriculum is. made up for’ - 


-each student individually, with great.care; that it follows thé interests 
and needs of each individual as closely as possible; and that no vested 


_ interests of any department in required courses are recognized. Much 


economic interest and knowledge can be conveyed by a history course, 
for example, and vice versa; certain literature materials have aroused 


_in some students a burning desire to understand economic society, and 


_ have led them to do work in economics which they were not “required” 


- to do at all. In an appropriate educational setup with sufficient checks 
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this need not-lead to any dilettante medley of subjects, and it may Te- 


sult in an exciting cross-fertilization of thoughts. 
There is a danger in the departmentalized structúre of many colleges 
of a pressure-group approach which, if anything, is even less attractive 


in the economic community than in other groups. There is no use in’ 


our following a myriad of assorted special-interest groups in rational- 


izing their professional activities into-an exceptional degrée of-social | 
. utility. It is not our job today to “sell” economics to the colleges. and 
. the students—except by a. constantly i improving performance. What we ` 


all should primarily be interested in—whether we happen to be classi- 
fied as economists, psychologists, linguists, or archaeologists—is the de- 
velopment in our students of an independent, active mind, of social 


understanding and responsibility, and of the desire and ability to rar 7 


__on their own long after the last examination is over. 


The Condition of Economics and the Principles Course. Some of the 


P -difficulties mentioned earlier really reflect the general condition of the 


- economic discipline—a condition which, in turn, mirrors a crisis in eco- © 
_ nomic society itself. The: problem before us, therefore, really far ex- 
` ceeds that of teaching an academic subject. The often implied expecta-. . 
tion of a necessary world trend toward. free competition has worn thin- __ 


ner and thinner; the traditional identification of rational choices with 
price-decisions on a free market has lost ground; what is more, the 


‘actual range of nonrational behavior has been more widely explored; l 
and collective action or social policy is ordinarily no longer considered 
a mere copy--and an undesirable one at. that—of individual action. To 
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the extent that the conventional course still takes a competitive frame- 
_work or a general trend toward price equilibrium for granted, a very 
‘large number of individual and group actions even in North America— 


and much more outside it—appear to be unrelated to the rules of eco- ` 
nomics; or else this subject, as taught traditionally, cannot claim to. : 


offer very many applications over time and space... : 
How could we make the general economics course more meaningful 
to the student—more helpful i in understanding economic society? Above 


all, economics teachers should not worry unduly about the borderlines. 
of their- subject . toward other branches of the social sciences.’ Their . 
legitimate’ province includes not merely happenings on an abstract | 
market but the. influence of possible dissatisfaction of individuals or. 


groups with the results of the market; conservatism or cultural lags in 
consumers’ habits; the economic impact of social codes, power, prestige, 


and propaganda; the market effects of public intervention and lobby- ` 
ing; and so forth. Actually’ traditional economics has email many 


such criteria in a concealed or unconscious way. 

Conclusions. Fundamentally, most college courses in general eco- 
nomics, especially on-the beginner’s level, should- be social science 
courses with ‘emphasis on and detailed treatment of material factors in 
society. They should offer a balanced picture and analysis of contem- 
porary economic society against its historical background. Economists 
should beware of educational isolationism; they should be prepared 
‘constantly to correlate every aspect of their subject with government, 
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history, sociology, anthropology, psychology, and: social philosophy. S 


Such an approach should -by no means be confounded with. the hodge- 


podge of the conventional. survey course. Needless to say, this setup _ 
leaves every opportunity: for gutenane study of sie areas of knowl- g 


edge later on. 


Generally speaking, however, intiqductory courses: er stress thè. . 


social framework of economic life and should consciously apply eco- - 


nomic analysis to concrete social situations. They should not try to evade 
the issues arising from the showdown of socioeconomic systems and 
‘ideas. They should, on the contrary, help the student in achieving 
clarity on the historical. changes in the concepts of conservatism and 
liberalism, for instance; on the relationship between individual liberties 
and economic trends;.on the socioeconomic roots of fascism and com- 
-munism, respectively: and so forth. . j 
To the extent that we are faced with general difficulties in- aiae 
teaching today, economists should press: for a general educational-re- 
form in the direction of smaller classes, more individualized teaching, 


_ decreasing ae in curricular requirements (and, especially, less, of a 
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rigid commitment to a major and a minor); general orientation of teach- 


. ing, not according to the subject matter or the teacher’s past training, 


” 


but according to the students’ interests and needs. Economists can also 


` contribute an expert re-examination of the whole financial basis of our 


college education. 

College administrators should rale that no one standardized course 
in economics (or in any other field) will meet the needs of all the stu- 
dents and that no course is indispensable enough to be forced down the 
throat of every student. Instead, colleges should offer a variety of in- 
troductory (and other) courses; they should determine through indi- 
vidual counseling which type of course is best suited to the personality ' 
and needs of the student concerned. Some beginner’s courses may be 
of the exploratory type; that is, follow very largely the interests of 
their students as a way of opening the discussion of economic factors 
in the social process. Many more courses should integrate field work, 
research projects, and visual aids with the main trend of the discussion. 

While student needs are the first consideration, the types of courses 
offered should take the personality and interest of the teacher into 
greater consideration than the. standardized arrangements of large in- 
stitutions have’usually been able to in the past. No one can teach well 
something he is not really interested in. At the same time, the training 
of graduate economics students who want to go into teaching should 
include philosophy, methods, and techniques of modern education. Gen- 
erally, the personnel policy should consider teaching ability and interest 
in students no less important than the number of publications and the 
general erudition of a teacher (though I do not mean at all to minimize 
the importance of a scholarly mind and equipment). 

Depending on the types of students and institutions, a clear cur- 
ricular distinction should be made between courses that emphasize 


‘business training, those which stress analytical procedures, and those 


which offer a broad picture of economic society. Colleges that aim at 
general rather than vocational education will presumably concentrate 
on the third type of course, but this does not mean that one standard- 
ized course-——no matter how broad—should be forced upon every stu- 
dent and teacher-in the department. 

In summary, I cannot offer any one panacea or any one course layout 
that would solve the problem of economics teaching for every college, 
department, teacher, and student. We need individual treatment of 
each of them, with a corresponding diversity in the curricular setup. 
Economics teachers and department administrators should be educators 
first. They should keep in mind that economics is but one approach— 
certainly an important one—to general education. Their loyalty toward 
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- the students will be rewarded by-real interest on the part of the young 


ns generation toward economic affairs, social science, and higher educa- 
tion in general. i 


| This Is What I Should Do Now, I f—: Horace TAYLOR: If I could 
se construct, according to my own tastes, a program for teaching economics . 


ina college primarily interested in general education, I should peo 
about as follows. 

‘First, I should lay down the principle that the aim of economics 
teaching i in college is to further the development of mind and character 
in‘individuals who can become competent, responsible, and informed 
. members of the community. Inclusive as this objective is, it does. not 
‘ include specialized professional or vocational training.. To the extent 

. that, the proposed study of economics contributed to the production of 


educated ‘people, it would, of course, affect the level at which proies 


sional or vocational training could begin. 
The objective I have stated would not permit a high degree of con- 


centration by students in economics. It would require, instead, that each - 
_ student devote much of his attention to the other social sciences—to . 
mathematics, to the natural sciences, and to the ‘humanities. It would. ` 


require also that students majoring in economics gain a broad knowl- 
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-edge of the subject instead of becoming narrowly specialized in one of ; 


its several-divisions or subdivisions. So far as professional training of . 


economists is concerned, that seems as much the business of graduate- 


‘schools as it is that of. law schools to train anyes or of medical schools 
to train physicians. 
. A nekt step, which obviously is a arida one, would be that of secur- 
ing and maintaining -an adequate staff. The qualifications I. should 
-seek in each staff member would be professional competence, an inter- 
esting mind, and a devotion to collegiate teaching: Whether a prospec- 
tive teacher i is a specialist in labor economics or in the economics of 
- some region of the earth or in any other of the horizontal-or vertical 
- divisions of our subject is, in my judgment, much less important than 


4 


the qualifications I have named. From this point of view, the principal , 


_. embarrassment that might arise with regard to specialized abilities and 
‘interests would come from having too many teachers with the sdme or 


similar interests rather than from not having some ae of our sub- 


Í ject represented by a specialisti 
‘Obviously, this might mean either that courses in some of the fairly 


standardized divisions of economics would not be given or that- they `- 


would be given by nonspecialists. Faced with this dilemma, my prefer- ` 


ence would be for them not to be given. Why i is it desirable. in colleges 


with limited staff resources to offer, courses in all or in as many as pos- ` 
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siblè of the so-called “special” fields—perhaps even special patches— 
of economics? For my part, I should much prefer a limited number of 
fairly broad courses, most of them extending over a full academic year, 
‘each taught by a competent specialist with the other qualifications I 
have named, to any forced offering of a complete line of academic mer- 
chandise. With its resources chosen and allocated in the way I have de- 
scribed, most departments—even those in small colleges—can Provide 


as great a variety of. useful and interesting educational experience as | 


their students will be able to assimilate. l : 
After setting up the educational -objective and the criterla for staff 

and courses, I should next lay out the program of study over the four 

years of college. The criteria here would be progression and depth. I 


should hope to be able to secure general faculty approval of and co- . 


operation in an.integrated social science course to be required of. all 
freshmen. Such a course would, ideally, explain our’modern American 
and Western European ways of thinking and acting along economic, 


political, and broadly social lines. This would be done by tracing the ` ` 


changes in such thinking and acting from some time in the past—say 


the late Middle Ages—down to the present. My idea would be that. ` 
such a course should bė conducted through sections of not more than. 


thirty students, meeting with the same instructor for four or five hours 
a week throughout the freshman year. My idea also would be that this 
course should be conducted by a staff composed of members of the 
departments of economics, government, history, and philosophy. A 
matter of policy would be that every member of the department of eco- 
nomics would at some time have been actively engaged in teaching this 
course, and that some members of the department would at all times be 
engaged in teaching It 2" 


As elsewhere in this discussion, there is no opportunity here to spell | 


out the proposal I have made. I suggest, however, that our new report 
presents a fairly elaborate study of the subject. I also suggest that a 


good many effective programs of this kind, well deserving of emulation ~ 


or adaptation, already exist.. Good examples; in interesting variety, are 
the social science sequence at the University of Chicago and the courses 
for freshmen at’ Amherst, Colorado, Harvard, and Columbia. If it 
‘should turn out that social science colleagues outside the economics 
group were so departmentally minded as to be unwilling or unable to 
plan a freshman program except through the stereotypes of their re- 
spective disciplines, I should not want to create -and offer such a course. 
Neither should I want to if an interdepartmental group of teachers 
qualified for work on this broad scale were not available. If either of 
these “ifs” worked out adversely, I should prefer to settle fora required 
-freshman course in general Heer of the West or in social v 
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“This, however, is a secret, since I should not like my history and: phi- . 
-losophy colleagues to know in ae vance that I. would LUE on these - 7 


‘terms. Š 
- Å more formal P of economics would, in my. i T in the $ 
i + sophomore year. That. already is common practice, but the course L 
z Should design for beginners. differs considetably ‘from most of those now - 
oe given. I should not offer to sophomores a systematic and compre- ues 
` hensive body.of theory. The course I propose would deal, thtough the © 

f method - of -analytical description, with going. economic ‘affairs, By the ;~ 

`~ Tnethod of analytical. description I mean the satne as Wesley ‘Mitchell ta 
~meant by: it. If this bė synonymous with institutionalism, that is pep- 
< fectly agreeable to me. This course would study relationships; and gen- : 4 
eralize about them; it would, therefore, be concerned with theory. | 
| (Parenthetically, I should like to anticipate some arguments by saying .-_ 
that, in my view, economics és theory.) But, in this ‘course, the gen- `- 
eralized relationships ‘would be closely. limited, and they would be. 
-- reached, ‘so far as possible, ‘from the study of facts: instead of from ~ 
_Some.series of assumptions such as must be EEA fot the erection of l 
“a systematic body of theory. : 
- ‘The most abstract feature of. ‘the. course would be a quite limited - 
- treatment of the price: system ‘and the’ allocative’ process. Instead © of | 
-being the prime- consideration of. the course, however, this sketch of- 

’ ` prices and allocation would serve only-as an organizing device. Around . 

: it would’be studied money and credit, industrial‘organization; industrial — 

‘relations, international economic relations, -and a set of problems Sur- - 

rounding.these several aspects of.our economiy. Questions of policy—.* ` 

' public and: private-—would be raised in their appropriate contexts, and: ` 

various criteria for testing policies would be considered.: In its concern ` 4 
= with criteria, the plan of study would, ideally, build in each student's 
” “mind a nest in. which value judgments would be hatched. . 

_- The course I have described would necessarily be concerned with 
the relations of. government to. economic affairs. These relations. ob- 
viously should be studied in. terms of “governmental functions rather. 
than in ‘terms of political theory. Our concern should be with what 

_government-doés rather. than with. what government is. Af such `a course 

ae appealed. to the colleagues of the government department—in the | 

. sensé of offering a desirable feature to their own program of study—I. ` 

i > should be glad to, have. their -collaboration- and participation “in the. - 

' preparation and conduct of the course. This would assure’ special com- a 

_ petence.as well as breadth and could: improve the efforts—-duplicating 

` ones—now made by both departments with regard to such matters as 

— international agreements, and administrative law. 
"Now: to consider the junior year. By = time our Bias has: been « 
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defined, and the next steps are fairly obvious ones.. They are so much 
so, indeed, that I shall sketch them with even greater brevity. I should 
. make the central feature of the junior year a somewhat elevated course 
in: economic theory. It would have the sophomore course as its pre- 
requisite, as would all other courses offered to juniors, This theory 
course would take up successively the systematic relations involved in 
value and distribution and in the body of study that is reached through 
what has come to be called “the national income approach.” The course 
could proceed at a high level of maturity for thesereasons: the students 
would have studied, both genetically and in terms of analytical descrip- - 
tion, the matters about which they would be generalizing; they would 
be experienced in abstract thinking; they would understand the nature 
of the assumptions they were making. It would be required of all de- 
partmental majors and might be elected, also, by any student with a 
serious interest in economics. Alongside this course for Juniors would 
be ranged a small number of other courses. Their nature would be de- 
termined by the capacities and interests of the staff. Given the staff 
resources, the three courses of this kind that I should offer would be in 
economic history, economic ic geography, and comparative economic sys- 
tems. 

The plan of work for seniors would proceed, at each point, from the 
junior course in theory as a prerequisite. The subjects to be studied 
would, again, be determined by the special abilities of the staff. I 
should plan that some of the work at this level provide for intensive 
study and research through groups of not more than twelve students or- 
ganized in reading courses and one or more seminars. Special reading. 
and research facilities would be provided for a limited number of stu- 
dents selected on the basis of their excellence and promise. 

In all that I have said, I have deliberately avoided the subject of 
costs. The plan I have offered i is, in my judgment, a minimal program. 
It would be fairly expensive, but no more so than is the case now in 
a large proportion of our colleges. If in order to provide sufficient sec- 
tions of the basic courses (the integrated program for freshmen, the 
analytically descriptive study for sophomores, the theory course for 
juniors) it was necessary to limit severely the variety of specialized 
courses, I should accept this limitation in preference to the alternative 
- sacrifice. 

A discussion such as this cannot conclude; it can merely end. I have 
been presumptious, and I deserve the criticisms and arguments which I 
hope you are going to shower upon these remarks. And I shall end by | 
- using “if” one time more. We are the teachers of economics, with all our 
inabilities and limitations. But ¿f we think along the lines ‘explicit and 
implied in the new report of ‘our Committee and discuss ana argue 
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them among.outselves, I believe we can become better teachers than we 
‘are. o A E l 


‘Comments on the Teaching of Economics: BEN W. Lewis: At an 
(Acsceiation session on the antitrust laws three years ago I offered the’ ~ 


prediction that because of the certain growth of large enterprises and 


organizations and the consequent weakening of the control processes: 


of. the free market, our economy is bound to be characterized increas- 
ingly by government controls and government enterprises and suggested 
that we would be wise to “get set.” Two years ago, at a session on the 
econemics of preparedness, I suggestéd that we had been in a state of 


emergency, with the employment and acceptance of emergency govern- ` 


ment- controls, continuously since 1929 and that the end of controls was 
not in sight. Today it is fair to suggest that the end of far-reaching and 
intimate government ċontrols is not only not in sight—it is simply not 
there to see. 

This is the setting. As far dead as any of us is entitled to guess, our 
mixed economy—and I do mean ‘“mixed”—is going to sustain heavier 


and heavier. doses of collective economic, decision making and con- 
sciously collective economic activity. This is the economy—the political. 
economy—about which we are talking and teaching. The problems it | 


poses are the problems which all of us, as teachers of economics, are 
going to be concerned within our classrooms throughout the remainder 


of our turn on the stage. We make not like it; we may deplore it; but, 


this is it. 

<- To recognize this fact raises many more problems about the teaching 
of economics than it settles, but at least it helps us to identify the issues 
and the considerations. For one thing it means that increasingly—and 
even in our general introductory economics courses for nonmajors— 
we shall be turning out professionals. We are no longer teaching a gen- 
eral education course solely for the cultural enlightenment of intelligent 


and happy. citizens. Citizens in the United States will come more and ` 


more to face the task of making conscious day-to-day decisions affect- 
ing and determining the day-to-day functioning of the over-all economy. 


~The traditional goal of economics as a social science is to help our gradu-.. 


ates to lead fuller lives. It is nice for them to know how the economy 


‘runs itself, just as it is nice to know about flowers and books.and moun- ` 


tains and things in general. But, as our political economy comes more 
and more not to run itself but to be run, consciously, each one of us as 


a member of this kind of economy has a professional, vocational inter- — 
est and responsibility to. make informed, conscious decisions about all © 


kinds of things that we used: to think’ were taken care of by “the sys- 


tem.” Citizenship i is no longer an avocation—it is a business. Our eco- 


. a“ 
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nomics , students are. really majoring in“economic administration: We 
are teaching, if you please, professional courses. Willy-nilly, we are 


teaching people who will be general economic practitioners and who | 


will need the best training we can give them for the performance of 
this role. ~ iS 

The range; variety, and complexity of the public economic decisions 
which men must make now and in the years ahead is staggering, and 
our own task as teachers is correspondingly great and difficult. May I 
suggest that the simpler our approach and the less emphasis we give to 
peripheral details, the greater: our contribution is likely to be? Our 
most important, immediate job is to teach our students what an economy 
really i is, what we mean. by an “economic system” (any system), what 
it is supposed to do; and not as.a rarefied intellectual exercise, but in 
simple terms of productivity, allocation, and distribution as problems of 
human relationships i in a world of scarce resources. I suggest that we 
lead out from this and return to it constantly. Practicing citizens will 
heed to understand the nature of economic considerations and of eco- 
nomic choices; and they will need to appreciate the possibilities and 
the limitations of. economic analysis and economic tools. They need 
classroom experience in centering issues and in separating the impor- 
` tant from the less important and, particularly, from the irrelevant. They 
- should be taught to recognize value judgments; and not to avoid them, 


but to use them for what they are worth. They must come to realize- 


that in an operating economic system, decisions have to be made, 
minute by minute, on the basis of much less than complete information 
and full consideration: and that compromises and half measures may 
in fact reflect real progress. They must know (and so must we) that - 
economics does not offer a bag of right answers—-that what we are seek- 


ing for society is the best set of continuing, flexible working arrange-. 


ments. What we are seeking as the product’ of our teaching efforts are 
graduates with economic literacy, with a sense of experience and the 
ability. to move around with a feeling of. familiarity—a sense of having 
been here before. And, let me repeat, the experience should be related 


constantly to the task of the Pronomen it must be simple; not easy, - ; 


but simple. ~. t> 

-I have little to suggest on method, beyond the injunction to be aware 
of its significance and to be active ‘and imaginative in developing its pos- 
__ sibilities. Method certainly is of great importance, but it must vary with 

. the, teacher, the students; and the situation and always, obviously, 
` within the limits of what.is economically feasible. My only comment 
_on teaching practice is this: the student will learn more about how (and ` 
how not) to deal with economic problems from-the example set by his 


teacher in dealing with economic problems than by all other factors and l 


J 
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forces and devices and programs and techniques and tricks put together.. 


If the teacher demonstrates a respect for facts and realities and for 
workmanlike analysis, if his approach is simple and direct, ‘his discus- 


sion calm and reasonably objective, his criticism relentless but sym- 


pathetic, and his judgment balanced and his conclusions offered with 


humility, he will turn out more than his share of able practitioners in 
political economy. ` 

- A final word—on attitude. You may have detected a sweetly naive 
note’in all of this. The really great task for our country in the years 
and decades ahead is to demonstrate that in a world of increasing col- 
lective controls essential hurnan liberties can be preserved—that gov- 
ernment-need not mean slavery. There is one “certainty” in the picture 
and one “must.” We are certain to have more collective action, and it 
‘must be kept democratic. The coming world of collective action con- 
stitutes the real, and really the first, great challenge ‘to our easy pro- 
fessions of democracy and human rights, It is,our job as teachers to 
stop embracing despair and railing at bureaucracy and interferences as 
such, and to cease running our. little private parades .of labels and 
"horrors, and get down to. our business of seeing to it that the controls 
which come are democratic and consistent with individual self-respect 
‘and that they work. This is the great challenge to us as teachers. If we 


. ` 
ee 
* 


‘fail to meet it, the certainty of controls will-remain a certainty, but the i 


“must” of democracy will become a “maybe.” But before we teach we 


must SEEVE, Personally I am naive enough to believe. 
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5 _ COMPARATIVE ‘costs or AGRICULTURAL | 
oe ee "PRICE: ‘SUPPORT IN 1949, i. as 


a ae By. GrorGe. MEHÉEN. i oe 
a wes ` unlvesey-of California ae 7 ee i 
a ae a 5 i mee The Questions Paes ae V 
_ Ouestions Engaged. The major question at issue -here is the differ- 
“ences in money costs of price support—or in additions to.cash receipts 
;—at the farm level in 1949 among: threé price. support programs: (1) 
` Title II of. the Agricultural’ Act of: 1948; `(2) the Agricultural Actiof ` . 
' 1949; and (3). the Brannan. Plan as defined by the statements of the .. - 
"Secretary of Agriculture on April 7-and April 25, 1949. None of these 
proposals was effective in 1949. Several. other questions are developed 
-involving more assumptions with less empirical. foundation and, there- a 
fore, yielding results of considerably less reliability. 
Differences:in first costs bý. commodities and in the aggregate may be 
approximated quite simply. In Figure. 1, ‘On—henceforth called market 
* utilization—is the quantity of any ‘supported commodity which. would. 
have moved into commercial ‘sale over-the support period. had no pro- | 
gram for direct support: been in-effect..Pa—henceforth called market’ - . 
- price—is the season average on-farm price: ‘at which Q» would have 
been cleared: P, and P} aré-lévels of price: support’ at. the farm level - 
-for thé -product under any. two plans. Qw- approximates -as closely 
/ as possible actual 1949 commercial. Utilization without support. For 


“many commodities with little on-farm use or ‘carry-over, ‘the range fers: `= 


error of estimate is- limited: For others like the feed grains it is large. 

‘ However, a basis for cost comparisons can be formulated i in’ this way” 

-even if actual 1949- conditions ‘are not precisely replicated. ` : 
--As defined heré, total first. costs for~the commodity under. Plan IT 

would: be Qn: (Fa (Pa): in Figure: ‘A, ‘Under’ Plan 2, total first costs at - 


.' For some commodities, commercial: utilization is - ‘effectively total supply: For others; 
‘commercial: utilization ` bears a fairly stable. relationship to total supply. While it is 
assumed that the quantity offered for commercial sale would be-the same at all-three . 
price levels, such -offerings -would- probably differ somewhat. This assumption will probably 
lead to understatement of cost differences among - the It is also probable that cost 

” differences will’ be greater at stages of processing or ~ Sanding nearer final consumption, 
‘since most ‘handling and processing-charges increase ds farm - price: levels rise. Further, the: . 
N support. price may not „be realized as 8 result of T quality, o or oe Te” 
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. the farm level would bë Qw (Ps — hy However, the differences. ii, as 
total first costs between the two plans reduces, to Qw: (Pa — P1) and Pa we 
. —estimated- price without support-——drops out. Since support prices àre : - 
`. known; differences in total first costs between the two-plans could there- > 
. fore be estimated through.approximating only one unknown magnitude `.: 
. —Ọw—or. commercial sales in the absence of support operations. These 
’ differences by commodities may. be ageregated to oe differences in 
‘total first costs among thé plans. ` , = 
These calculations ‘would riot measure the pag de of frst o 
~ nor the distribution of such cost between users and government if sup- ` 
| -port were ‘Achievéd’ through diversion of stocks from commercial.chan- . 
“nels, Therefore, calculations are made yielding differences in first costs . 
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also yielding estimates of the magnitude of first cost and of its incidence 
if diversion Were used. | 

In Figure 2, Qm, Ps, Pa, and Pw are as in Figure 1. The net’ quantity- 
- price regression for 1949 is indicated by Dy. I£. Price were supported at 


` Pa through direct payments, the quantity moving into trade would be 2 


Om, its average price would be Ps and total first cost to government 
~ would be Qm (Pı —Pm) in which both Ps» and Qm are unknown: If price 
` . Were supported at Pı through diversion, only the quantity Q: would 
move in commercial channels and On — Q: would be acquired by 
/ government at a total outlay of Pı (Qm ~ Qı). Added cash outlay by 
_ users at the farm level would be represented by P:Qı — PaQa. Total 


first costs thus would be P10: — PmOm. t+ [Pi(Qm — Q1)], which re- - 


duces to Qm (Pı — Pm) or total first costs with direct payments. To 
calculate first costs and their distribution ‘under diversion would, there- 
fore, require approximation of market utilization and price without 
support and of the demand regressions. ‘Therefore, values under 1949 
'’ conditions are éstimated for Pm.and Qm and for demand elasticity. for 
each supported commodity. A linear demand is then. extrapolated over 
the range between the market price and the highest of the support 
prices. The quantities which would move’ into trade at the various 
support prices are calculated from this regression. 


Questions Not Directly at Issue. Cost of support at the farm level is. 
neither the single nor even the most important question which may be 


asked about these programs. No direct reference is made here to 


. questions associated with methods of support, with the support concept _ 


itself, with the many related programs and ‘statutes; or with the deter- 
minants of 1949 demand and production patterns which define the eco- 


nomic context in which the three-plans are considered. The functions. 
‘necessary to answer most such questions are yet largely unknown. In 


` the short run, evaluation of net costs would require at least the com- 
parison of value of stock against the effects of the associated decrease in 
utilization in regular channels. In the long run, such evaluation. would 


| require reference to many more questions. For ‘these reasons, costs are — 
` _ designated here as’ “first costs.” In no sense should these first costs be 


considered net or final. 


Relevance of First Cost Comparison. The policy of the federal gov- | 


ernment to support farm income is uhequivocally stated in many laws. 
It is a permanent commitment, no longer tied to war or to depression. 
` Intervention by government into decisions-of nominally private enter- 
prises has grown over two decades. Risk of price change is transferred 


to government, or government authorizes and fosters the use of monop- 


` oloid devices. In exchange, private enterprises are constrained or_in- 


z 


duced to transfer decision making with respect to one or more enter- : 
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| přise-profit- disman to government, Price support is now a major 

- instrument, of farm policy, extended to all çommodities insofar as R Ti 
permit and as producers or handlers conform. to prescribed standards.: AE 

. Thus, this study -treats but one of the : many. “aspects of. this éompre-"- 

.- hensive set’ of. programs—the. relative costs in a single year of three .. 
$ proposals’ for direct’. support, operating in a`context in. which -both 
production’ and demand ‘would be. partly. détermined by other farm ` 
_ programs. The political significance of cost comparisons and the limi- © |; 
tations upon measurement, have. long: been recognized. Costs may ‘be °° 
defined in many- categories and ` over varying periods. The’ practice - 
of the Congress in financing price support operations through blanket © 

. appropriations ‘and general authorizations is in part attributable.to'the ~ 
- difficulty; of predicting -costs even ofie year ahead. Relative costs could 
` -become ‘the sole ‘criterion for: chosing among. . plans only. if all were. ~ 
‘essentially’ indentical i in‘terms of othér norms. This is clearly not true - 2 
with respect“to. the’ three plans considered here: Therefore, first: costs 
can. be ho more than one of the several criteria by which rational choice ` oe 
_ among alternative programs should be made, While- many. important - 
questions dre not diréctly engagéd'in the’ cost calculations for 1949, 

_ the conclusions adduced therefrom are hélpful in specifying working 

” hypotheses for many of them even over the long run, - 
The cost ef support as calculated here will: differ among ‘the three + 

programs from differences in. the determinants of price standards and . 

`- support percentages rather than in- ‘method for support. However, 

. differences in distribution of first costs from use of ‘diversion and direct -* 

_ payments become clear: Further, in a given economic context the. higher. 

. were‘the- 1949 costs;.thé greater would be the consequent supply re-. ` 
_” sponse and demand shifts: The more the basic maladjustmęnts leading Es 
to support and-control would be compounded and their solution im- — 

- peded, the greater would be the ‘scope and stringency. of control made . 
"necessary. In short, many- of the repercussions of support upon indi- © 

` ‘vidual enterprise; administration, and the general economy are directly 
‘related tó the magnitude-and distribution’ of first! costs. Calculation of - 

-- costs in a recent year permits - flagging of probable. supply, utilization, | 
_- demand, ‘and ‘price shifts and, therefore, permits some generalization pat 
-of costs “at least into the near future. . 


OT: “Method of Analysis ~ 


D ‘Calculation of .the magititude, distribution, ‘and differences of first A 
- costs requires: selection- of.the commodities in terms of whichcost is ~~~ 
“measured; ‘estimation of.the ‘sedson average on-farm prices and com- 
.. mercial utilization which would have prevailed in 1949 had there been” 

no direct price support; estimation of rae ale regressions over — 
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ihe range between the. highest suppořt price. and estimated price with- 
out support; calculation of the parity or support standard prices for 
1949; and specification of percentages of parity or support standards. 
i The Commodities. The list of commodities includes those mandatory 
under either the 1948 or 1949 statute or ‘incladed i in Group I of.the 
-Brannan Plan and most of those to which support was extended in 1949 
- under Title I of the Agricultural: -Act of. 1948. Only t the products manda- 
tory under. the law or program defining a given parity or support stand- — 
atd and those Ha in Do are included-in the cost calculations 
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‘identified by the given support ndd ofan! ce. would have 
been mandatory in 1949 as follows: under Title II. of the.. Agricultural 
‘Act of 1948—cotton, wheat, corn, ‘tobacco, rice, peanuts, wool, and 
Irish potatoes these same ‘eight commodities and mohair, tung ‘nuts, 
honey, milk, and butterfat -and ‘their products under the Agricultural 
l Act of 1949; the Brannan Plan—-Group I commodities—including 
` corn, cotton, “wheat; tobacco, whole: milk, eggs, farm. chickens, hogs; 
beef cattle, and larnbs: Other commodities supported i in 1949 and intro- 
duced into the calculations include: turkeys, sweet potatoes, soybeans, 
` dry edible beans, cottonseed, flaxseed, grain sorghums, barley, oats, 
` gum naval stores, and dry edible smooth | peas. In total,-there are thirty 
commodities which accounted for most ofthe support, outlay in 1949. 
Supply, Price, and Distribution Data. Estimates were obtained as.of 
October, 1950, on: carry-in; production; imports and exports; total 
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supply; carry-out, farm use, or waste;. total sales; net: government. 
acquisition; commercial disappearance; and realized ‘season average 
on-farm | price, Total supply is defined here as the sum of carry-in, 
‘production, and net imports; total supply minus the sum of carry-out, 


farm use and waste is total sales; total sales minus net government — 


‘acquisition yields commercial sales: 
The 1949 Market Price and Utilization: Given total supply of a sup- 


ported commodity, the demand functions for. commercial and for ` 


reserve or other channels must be known in order precisely to estimate 


‘commercial sales and market price had there been no direct support — 


programs. This approximation, which alone is necessary to determine ` 
differences in first costs, is indicated in Figure 3. 
OQ: is known total supply. Commercial sales, Qm, are measured to 


the right from O and disposition in other channels—-(O+ — Qu)—is _ 


measured to the left from Q:. P, and Ọ, are known 1949 season average 


- on-farm support price and associated.sales. De is commercial demand and 


4 


D, is reserve demand, where these two outlets exhaust the total supply. 
A competitive context is assumed at the farm level and prices, will 
therefore be equalized in the two outlets. Precisely to calculate first 


costs and their distribution under diversion between users and govern- ` 
ment, the market price at which Ọm would move and the net regression © 


of quantity on farm price must be approximated for each commodity. 
Given the commercial and reserve demand functions and the total 
supply, market price and commercial utilization without support—the 
bases here for cost measurement—and the quantities moving into trade 
at the various support prices could be determined. However, only Q: 
and the co-ordinate Qs, Ps are known. Other functions and magnitudes ` 
must be approximated. | ý 

Estimated Demand Elasticities and Quantity-Price Renien; The 
estimated demand elasticities at the co-ordinate Qm, Pm were obtained 


from commodity specialists in government and the experiment stations, ~ 


supported by price analyses where available. However, in some cases, 
informed judgment of such specialists is the only available basis for 
estimating the elasticities shown in Table 1. These estimates are rele- - 
vant only to commercial sales and-to 1949 conditions. Elasticities are,” 
- therefore, high relative to long-run estimates, since 1949 was a high 
demand year and since sales rather than total supply define the 
quantity variable. The quantity-price regressions were extrapolated 
from. the elasticity estimates as linear functions, since there appear to 


be no compelling theoretical bases for selection of more complex hy- ' 
potheses.? The estimates here appear to be the best available approxi- | 


7 Commercial utilization at the various support prices was calculated by fhe equation 


Q, = Qn —AQn where AQe == — N-Pa/Qu'APa. Pua and Qu are the estimated price - 
"and sales which would have prevailed ee support, —N is estimated demand elasticity 
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mations of the relationships necessary to approximate: the alate. 
and distribution of costs. The limitations.consequent upon’ inadequate. & 
- empirical Verification of these magnitudes and regressions _ must be, va 
stressed, | aS 
- ‘The . total supply ai perhaps- the demand prevailing i in "1949 are: 
_ partly attributable to preceding support and contro] programs. Had. - 
.'there been no such programs in ‘preceding years, available supply might. ` 
_ haye been. smaller. and demand levels, at least for. goods with close sub-_ |” 
` stitutes, might have been higher. Thus, some part of the cost of support: 
_ in 1949 may: well be attributable to earlier programs: No effort i is made: ~:> 
"to estimate. probable costs had ‘there been no such earlier programs, nor - 
-~ to estimate cost$ had-various production control devices beeh more’or 
- Jess: effective. Therefore, the estimated market price’; d sales without’ 
.- support in 1949 can Be taken as equilibrium magni udes only'in the ' 
_ Narrow sense that the estimated price : ‘would have € Feared Mie market b 
of estimated commercial sales: oe 
-The Support Standards. oie the Agricultural Act bt 1948 tan e ° 
prices: are computed as follows: The average price of the, commodity. 
- over the preceding ten years, 1939-48,.is divided by-the quotient of the -. 
-- index of prices received by farmers on the average over the same period 
and the index of prices: received on the average, from January 1, 1910, ° 
through December 31, 1914, to yield the, adjusted base price. The parity ` 
index is the quotient : of the iiidex of prices paid; including interest and ~. 
taxes, at the beginning of the’ 1949- ‘marketing -season and the same 
_-index for the.period January 1, 1910, through December 31,1914; The o 
new” or modernized parity: price is the product of the ‘adjusted base ` 
-` price and the parity . ‘index: “Old” parity price, calculated- by the... 7 
methods effective. prior to the | passage of the. Agricultural Act of 1948, d 
is the product-of the average price over- the base years and the 1949. . 
index of prices paid at the beginning of the marketing: season. The 
“effective” parity price. for 1949- as defined here”is the higher of the. 
- two parities—old’.and new. “Transitional”. parity price under the `` 
-literal terms of both the 1948'statute and of the Agricultural Act of 1949 
would not have beet’ effective for 1949.3 However, the- legislative his- 
pa of Title IT ‘of the 1948 law clearly: indicates. that had: it become 


- at these co-ordinates under. 1949 conditions, APs i is the difference between'the support price | - 
7 | and estimated price without- support and AQ» is the ‘associated decrease in sales. Estimates 
of ‘commercial sales at the various support prices—and thus of diversion—were also made | 
assuming’ constant-elasticity demand functions with the elasticities shown in column 13 of 
‘Fable 1. These, were calculated: from ai equation: log Q. = log Qa +N: (log. Pa — P,), 
‘where P; is any support-price ‘and Q, the associated commercial sales. Differences in these 
estimates were not in general’ great for the important commodities. The linear function ` 
will, of course, always. indicate greater: diversion to achieve given’ support, prices - -than 
will the constant elasticity function? - 
1 The- terms “new,” “old,” “effective,” -and “transitional” ‘parities as used in ‘the cost! 
calculations: following have the meanings set out i in this section. a 
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effective in 1949 the transitional provision would also have been effec- 
tive in that year. When effectuation of Title II was deferred until 1950, 
application of the transitional parity provision was also deferred until 
- 1950 to avoid a 10 per cent fall in parity prices in a single year. There- 
fore, transitional parity prices for 1949, defined here as old parity 
minus 5 per cent of old parity for all commodities for which old parity 
exceeds new parity and as new parity wherever these prices exceed old 
parity, are introduced as one of the bases for cost calculations. Under 
the 1948 Act, transitional parity would have applied to all commodities 
in the first year in which Title II was effective. Under the 1949 law, 
transitional pari:y prices would not have been applicable to basic com- 
modities until 16 54. 

Under the Agricultural Act of 1949, calculation of parity prices 
follows the general lines laid out in the 1948 statute. The adjusted 
base price incluc.es the influence of subsidies received under the Emer- 
gency Price Control Act of 1942. The parity index includes farm 
wages. New parities under the 1949 Act are higher than those defined 
by- the ‘1948 Act for all basic commodities. Old, new, transitional, and 
effective pcrities as defined here have the same operational meaning 
as under the 1948 statute but there are differences in magnitudes. 
Transitional parities would not have been applicable to basic crops 
in the first year of the 1949 Act. 

The statements of the Secretary of Agriculture on April 7 and April 
25, 1949, specified that the Brannan income support standard should 
be based upon a moving average of cash receipts from farm marketings, 
: exclusive of government payments, in the first ten of the immediately 
preceding twelve years. The index of prices paid—including interest, 
wages, and taxes—was calculated on the base 1938-47 = 100.* 

Cash receipts in each of the years 1938-47 were translated into base 
period terms through dividing by the adjusted index of prices.paid for 
the same year. Such average annual receipts over the base period were 
15.844 billion dollars. The July 1, 1949, parity index with 1938- 
47 = 100 was 1.52.° Therefore, the equivalent of average annual cash 
receipts over the years 1938-47. in terms of July 1, 1949, purchasing 
power was 15.844 billion dollars multiplied by 1.52 or 24.108 billions. 
This would have been the income support ue for 1949. This was 

1 There was no statutory authority for inclusion of farm wages in the index of prices 
paid when the Secretary made his statement. However, inclusion of wages leads to a 
difference of less than 1 per cent in the adjustment factor. The 1938-47 base was used 
_ for 1949 because the Secretary advocated 1939-48 for application in 1950. This is an 
arbitrary judgment. The Secretary may lave selected the 1939-48 base because of the 
prices it yielded rather than in deference to the moving base period concept. He also 
advocated the two-year lag partly that “the Congress may become aware of the effects of 
the moving standard before the new calculations are put to use.” 

*This was the July 1, 1949, value of 250, on the 1909-14 base, divided by 164.3, the 
average annual index of prices paid over the years 1938-47, 
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1.27 198 as large: as the actual average annual cash receipts of 18.953. | 


billion dollars over the preceding ten years. The Brannan support 


standard prices for specific commodities. are, therefore, the products: 
of their actual average annual i in the years 1939-48 and the aeei 4 


ment factor 1.27198. 


Brannan support standard prices for 1949 were in all cases lower . - 


_ than the higher of the two effective parity prices defined by the Acts 


of 1948 and of 1949.° Parity prices defined by the 1949 Act were not 


lower than any defined by the 1948 Act and were higher for tobacco, 
. milk, hogs; beef cattle, lambs, butterfat, wool, rice, dry edible beans, 
flaxseed, cottonseed, tung nuts, turkeys, sweet potatoes, ‘soybeans, rosin, 
and dry edible beans, Effective parity prices were the. same under the 


‘two statutes for peanuts, corn, cotton, wheat, potatoes, barley, oats, . 


honey,.and turpentine. The Brannan support: standard price was. 


slightly higher than the effective parity under the 1948 Act for cotton- 


seed, tung nuts, and soybeans and was the same for rice. For all other - 


products, the parity calculated by the 1948 statute exceeded the Bran- 


. nan support standard. Thus, ‘in terms of governing support standards 
for 1949, the Brannan prices were considerably the lowest of the three. 
However, a maximum of 90 per cent was applicable under the 1948 and 
1949 statutes as against 100 per cent of the Brannan prices. The 
Brannan standard exceeded 90 per cent of the effective parity price 


as calculated by both laws for all the listed commodities except for 


peanuts, cotton, wheat, eggs, potatoes, barley, grain sorghums, oats, 
comb honey, and turpentine. The Brannan standard was less-than 90 


-per cent of parity under the 1949 law—but not the 1948 Act—for- 


= whole milk and butterfat. Thus, the full Brannan standard was lower 


than the 90 per cent’maximum under the two Acts for several commodi-. 


tiés involving heavy support outlays. Transitional parity prices under 
the’ Act of 1949 would have been higher than those defined either by 


ES 
Sm 


ere 


the 1948 law or the Brannan proposal, prices: for which would have | 


' exceeded the 1948 transitional parities only for burley tobacco, dry 


. edible beans, cottonseed, and tung nuts. New parity price levels set out’. . 


_in the Agricultural Act of 1949 were not exceeded by. the new parities 
- of the 1948 Act.or by the Brannan levels. The Brannan standard ex- 
‘ceeded new parities under the 1948 law for corn, cotton, peanuts, rice, 


burley tobacco; dry edible pens, cottonseed, tung nuts, lean and | 


turpentine. 
Thus, in terms of -the parity or- support ‘standard as a component of 


costs of support, the 1949 Act is the highest of the three. Effective 


. ©While Brannan support standard prices—100 per cent of which was required for Group 
I commodities—should properly be pcan ia to 90 per cent of parity under the 1948 ‘and 


= 1949 statutes, direct comparison is made here because the Brannan support standard is | 
. later substituted for the 1948 and 1949 parities and various levels of support defined in 


tar neil are combined with the Brannen prices. | 
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standards defined by the 1948, law were higher for most commedities 


than the Brannan standards, and the excess of Brannan standards i in’ 


those commodities for which they were higher was not great. The. , 
comparison of Brannan standards to new parities is relevant i in con- - 


sidering future costs.” 
. The Support Levels. Under the. Agricultural. roo of 1948 and. 1949, 
no commodity would be supported at a level higher than 90 percent of 


effective parity price except after findings that specific prices were out 
: of.line or where the increase would be in the national interest. 


= 


Under the 1948 law, minimum percentages of, parity price at which 


i 


“support, is mandatory - for basic crops are’ defined by the supply per- ` 
| centage—the ratio of total supply and normal supply.’ Normal supply 
‘is estimated annual domestic consumption plus imports minus. exports 


plus-a carry-over allowance. Definitions of carry-over, normal supply, . 


-and total supply vary. among commodities. For basic crops, support < ' 


would be mandatory at a level. of 90 per cent of parity if the supply | 
percentage were not greater than 70. The minimum required percentage. 
of parity for mandatory support decreases. 1 per cent for each increase 
of 2, per cent: in ‘supply percentage to a minimum of-60 per cent of 
parity without allotments or quotas. With quotas. or allotments, re- 
quired minimum support for basics is’ 120 per cent of the levels without . 


- quotas or allotments to a maximum of 90 per ç cent of parity. Guaranteed ` 
support falls ‘to 50 per cent of parity price if marketing quotas have . . 


been disapproved, With quotas, support is required at a minimum of 


; 90 per cent of efféctive parity for tobacco, Minimum supports were set 
for wool and potatoes at 60 per cent of parity but support percentage ~ 


is not. related to supply percentige. No minima were defined for other 
‘products. . 

_. Definitions of carry-over, normal ene and total supply for some 
of.the commodities differ in the 1948.and 1949 laws. However, supply 
percentages were calculated similarly except for corn and cotton. Under - 


* Compatison of Aiport standards in subsequent would involve several issues : the 
effect of. dropping low income years and adding high income years in the Brannan moving 
income base versus the effects of the moving price bases in calculating modernized parity 


commodities accounting for a large share, of program costs, and by 1954 and probably. 
by 1953 on ‘such commodities the new parity prices would be effective; finally, support 
under both the 1948 and 1949 statutes is related to supply RE and the flexibility. of 
support level might offset’ the lower parity or support standard as defined by the Brannan 
Plan. These points are discussed further in the section dealing with limitations - associated 
with calculations based on a single year. 


` *'The supply percentages here utilize past data on production, utilization, and ` carry- 


over. There is no adjustment. for trends or unusual conditions as authorized by the laws. 


Official determination of supply percentages prior to the beginning ‘of the marketing year 
oa have reflected such adjustments. Further, they would have been based: on preliminary 


estimates. s. Supply percentages might have differed somewhat from those shown here.. 
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‘prices; effective parity prices under the 1949 Act are higher than transitional parity on - 
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the 1949 statute, support for tobacco, corn, wheat, and rice could not J 
fall below. 90-per cent of parity if the supply percentage. were no greater 
_ than 102. ‘Then, for every 2 per ‘cent increase in the supply. percentage, 
the minimum required level of price support decreased 1 per cent to.a 
level of 76 per cent ‘of parity ‘if. the supply percentage were no greater 
than 130. For larger supply percentages, a minimum of 75 per cent of 
- parity was sét. Cotton and peanuts are held at higher minimum levels— 
with a 90 per cent minimum if supply percentage did not exceed. 108, 
decreasing 1 per cent of f panty price for each 2. per cent increase in 
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-~ 50- ` Bo 100 eT 150 © 
So ens Maximuin limit of supply” percentage ` PE a 
a le ore or allotments not effective,” ` Er l 
» Tf quotas or: ‘allotments effective. Minimum of 90 per cent on any crop of tobacco if 
‘quotas effective. Minimum of 50 per cent on any basic crop if quotas disapproved: ee 
® Tobacco, corn,- wheat, and rice, 90 per cent- minimum- for tobacco ‘if quotas are in > 
` effect; 50 per cent minimum. on ne if quotas disapproved. _ a 
sar Cotton and penni , i 


i supply percentage | to- a eval of 82 per | a of parity if “sul percent: E 
age” did not exceed’ 124. Minimum requiréd support thereafter fell.’ 
per ‘cent of parity for each i increase of 1 per cent in supply percentage 
to:a floor of 76 per cent.of parity if supply, percentage did not exceed 
130. For larger: supply percentages, support was mandatory at a mini- 

^ mum of 75 pet cent. These schedules, shown for both laws in Figure 4, 

would be applicable only if quotas had not been disapproved. Tobacco 

support was. mandatory at 90 per cent of parity price if quotas were 

- effective but no ee would be offered if quotas were cigapproved;, 
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Except for tobacco; support fell to 50 per cent on basics if quotas were 


' disapproved. A minimum level of 90 per cent held for basics in the first 


year of application of the statute, if quotas ‘had not been disdpproved 


and if quotas or allotments were effective. 


Under the 1949 Act, minimum support was ed at 60 per cent 


of effective parity for wool, mohair, tung nuts, honey, and. Irish pota- . 


. toes. A minimum of 75 per cent was set for milk and butterfat and their- 


` products, Provision was also made for. sliding scales for nonbasic crops, 
relating minimum support levels to supply percentage if marketing 


quotas, agreements, or orders were effective. However, there were . 


: neither quotas nor ‘enabling legislation for these commodities. ~Com- 


modities other than basics and designated nonbasics were ‘to be sup- 


p 
y “n 
—— 


ported up to a maximum level of 90 per cent with no specified minima -` 


as funds were available and as producers conformed to standards, set 
out in the Act. ah 


' The Brannan proposal unequivocally assured ee at’ 100 per cent. 
of the income support standard-prices for the commodities included in: 
Group I. However, there is explicit statement that other commodities: 


would not necessarily be supported at that level. 

Percentages of parity or support standards among the programs can 
be compared meaningfully only 'with respect to those commodities for 
which mandatory minimal support is systematically related to supply. 


Support for Group I commodities under the Brannan Plan is not related - 


to supply variations.® Both the 1948 and the 1949 statutes provide for 


‘a maximum level of 90 per cent of the governing parity prices, With - 


_ respect’ to mandatory’ minima, comparison is facilitated by reference 
to Figure 4. In the absence of quotas or allotments, support under the 


1948 law decreased from the 90 per cent maximum at-a smaller supply 5 


percentage and at the same supply percentage reached a lower minimum 
. than. under ‘the 1949 statute. Even with the 120 per cent provision 
applicable with quotas, the schedule under the 1948 “Act is slightly 
lower than the schedule for tobacco, corn, wheat, and rice, and is con- 
siderably lower than the schedule for cotton and ae under the 
1949 law. | 


t 


There are, therefore, jae reasons that costs under the 1949 Act ` 
would be expected sto exceed those associated with the 1948 statute: 
(1) effective parity prices are higher; (2) minimum support schedules . 


are higher; (3) support is mandatory on more commodities, 


*The statement of April 7, 1949, provides for adjustment of support prices “for one or ` 


more of the Group I commodities in order to maintain feed ratios or. feed value relation- 

` ships.” There has, apparently, since been informal discussion of extending less than 100 

- per cent support to some of the Group I products. The Secretary made clear at the outset 

. that he offered no guaranteed income plan. He stated on April 25, 1949, that his plan 

` “cannot provide farmers a guaranteed level of income unless Congress should make a flat 

' wil be done.” on every commodity produced by farmers, and I am sure nobody expects this 
one.” 
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‘Conlaiions of Sandars and Levels. Price: ‘support in 1949 was 
in general at a high level. Many. commodities were mandatory under. 
Title I of the Agricultural Act of. 1948 which governed 1949 support 


- operations.’° Therefore, in specifying maximum support under.the three 


plans, the maximum authorized percentages of parity or support stand- 


ard price was applied to the mandatory commodities. Actual 1949 per- . 


centages were then applied to the nonmandatory commodities. Under 
minimum support conditions, the minimum required levels with 1949 
supply percentages were applied to basic and mandatory commodities 
as specified in the Acts of 1948 and 1949. For both Acts, the average - 
difference between maximum and minimum percentage of support for 
_ mandatory products weighted by farm yalue was then subtracted from 
the announced 1949 percentage for the nonmandatory products, down 
to a minimum of 60 per cent. Maximum Brannan Plan levels were set - 
arbitrarily at 100 per cent of standard for all commodities. The “mini- 
_ mum” or “partial” Brannan levels were- then set—again arbitrarily— 
as 100 per cent on Group I products and as announced 1949 percentages 
for all others. This was done on the assumption that any Brannan 
proposal support would be at a high level. Thus, the Brannan percent- 
ages called minimum or partial here are really equivalent to ‘high-level 
support under the two statutes. 
_ Twenty different combinations of support standard ead support 
percentage are analyzed: maximum and minimum. percentages applied’ ` 
to the effective paritiés or support standards; for the Acts of 1948 and 
-1949 ‘maximum and minimum percentages applied to transitional and 
to new parity prices; minimum percentages.defined by the 1949 statute. 
applied to parities defined by the 1948 Act; the same comparison using ` 
parities defined in the: 1949 law and minimum support levels as set out 
in the 1948 Act; maximum and minimum percentages defined by the 
two statutes applied to Brannan proposal prices. _ 

Calculations: The following arithmetical calculations are made: (1) 


the support price, obtained by applying the appropriate support per- > e 


centage to the parity or income support standard; (2) the difference 
between the support price and estimated market price without support; 
(3) the product of this difference and the estimated commercial utiliza- 
tion at the market'price without support, yielding total first costs for 
the commodity; (4) the product of the support price and estimated 


sales at that price; (5) the product of market price and sales in the . . : 


Gamage of support; (6) the difference between these magnitudes,’ yield- 


"For basic crops at 90 per cent if quotas not disapproved, Steagall commodities at not 
less than 60 per cent of parity or comparable price nor more than the 1948 support price, 
. except for Irish potatoes harvested before January 1, 1949, milk and its products, hogs, 
chickens, and eggs which were mandatory at 90 per cent; other commodities to be Sup- 
ported at prices assuring parity incomes insofar as available funds permitted and producers 
complied with scai production goals and marketing regulations, ` 


~ 


f 
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port price and the difference between sales with and without support; ap- 


-.proximating total first costs, tọ government with diversion. No effort © 


is made to indicate which, if any, of the products would be supported ° 


through direct payments. Total first costs as defined ‘here are independ- 


ent of method of support. In estimating the impact of costs upon users: 


` ing total first cost to consumers with diversion; (7) the oe of sup- 


{ 


a 


and government, it is implicitly assumed that all support would be >: 


: achieved through diversion. | NE 


peti = eS M Got OFT ene ees 
The cost comparisons aré organized in terms of relatiye aude 


of total first costs, the scope of support in number and value of com- 


modities affected, major cost iteiis among the support commodities, and, 


both the distribution of costs between users and government and the 


acquisition of stocks by goyena it where diversion is used to achieve 
the support. price. E 


Maximum Payments. Under. the Three Plans, With effective parity or 


i support standards and maximum percentages, total first costs in 1949 


would: have been ‘highest under the terms of the Agricultural Act of.” 
1949 at approximately 2.4 billion dollars, next highest under the ‘Agri- 
cultural Act of 1948 at.about 2 062 billions, and slightly lower under 
the Brannan proposal at about 2 009 billions.. Costs under ‘the 1948 
Act would thus have been some 335 million dollars lower than under the 


Pe 


1949 statute but about 53 millions more than under the Brannan Plan. - 


| Estimated market value at support prices of the supported commodities’ 


would have been about 9 billion: dollars.under the 1948 law and about 


- 10.3 billions for both the 1949 law and the Brannan Plan. No support’ 
` operations would have been ‘required under the several programs for — 


the following commodities: (1) the 1948 law—cotton, flue-cured and 
burley tobaccos, hogs, chickens, wool, tung nuts, turkeys, and sweet, 


potatoes, with beef: ‘cattle, lambs, honey, and mohair not included under ` 
. this statute, . ‘since. they were neither mandatory under. its terms nor ' 


announced for support in 1949; (2) under the 1949 law—cotton, flue- 
cured tobacco, hogs, wool, and sweet potatoes, with beef cattle and - 


~ lambs not included; (3). the’ Brannan proposal—cotton, flue-cured - 


tobacco, hogs, turkeys, and beef cattle and lambs, the latter two of. 
which were not announced for support in 1949 and were mandatory 
only under the Brannan program. Thus, -fewer commiodities with lower. 


` aggregate market value would’ have ben supported under the 1948 


statute, but ‘total first costs in 1949 would have: been slightly lower 


l „under the Brannan'Plan. 


Eai 
` 
` 


Had support been effectuated through diversion, added costs tor users 


would have been 766 million dollars or 37 per cent of total first costs , 


` 
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under the 1948 Act, 794 nitions: or 33 per cent of: total first costs if 


the 1949 statute had been effectuated, and 601 millions or 30 per cent 


_ of total costs.under the. Brannan Plani Thus, under the Act of 1948 


estimated first costs to users would'have been lower by 28 million dol- -` ' 


lars than under the 1949 'Act but 165. millions-more:than under the - 
Brannan Plan: Costs to government would have been about 1.3 billions, 3 
1.6 billions, ‘and 1.4 billions for the 1948 and 1949. laws. and the Bran- 


nan program, respectively. Thus, if ‘all. support were achieved by diver- ` 


sion, the 1949 Act would have been -most costly to. covert and the 
1948 Act least costly. l 
Under- the Agricultural Act of 1948, total ee costs for- corn, wheat, 


. milk; eggs; and- potatoes would haye esceeded 1.6 billion dollars or more . 


han thrée-fourths of total first costs. ‘Total first costs under the Act of 
1949 for these same: commodities and for: cottonseed would have been 
more than 100 million dollars each and 1:8 billions i in total or about 77 


_ per cént öf total first costs. Added costs, to users ‘would have been rela- _ 
tively high under both.plans for’ wheat, eggs, and potatoes..Aggregate `. - 
costs under the Brannan Plan for corn, wheat, milk, potatoes, and cot- > 


tonseed would ‘have been approximately- 1 3 billion a or nearly 
two-thirds of total first costs. - >. eae = 
In summary, high-level support ‘in 1949. ‘would have or about - 
equally costly under the 1948 Act and thè Brannan program, with . 
costs under the 1949 statute about 16 per ‘cent higher. Differences. - 


- among the estimates dre surprisingly small: With. diversion, added costs 


to users would have been highest under the 1949 law and lowest under | 

the Brannan Plan although the highest percentage, ‘of total first costs 

would have impinged upon users under the’ 1948 Act. Costs to, govern- 

ment would have been highest under the 1949-law and lowest under the : 

~Act of 1948. For all plans, the bulk’ of costs: wee have been concen- 
‘trated.in a few commodities, `, : 
Minimum Payments Under. the Three "Plans. In appraising costs: 


` associated with effective support standards and fninimum support per- - 


«x 


e s ©” 


. centages, the arbitrary’ ‘specification ‘of minimum support under: the-_ 


Brannan Plan should be noted, Costs under the Brannan program would ` 


have been highest at about 1.4 billion dollars or a decrease of 560 millions. «."’ 


' from costs with full support. Costs would have been 877 millions and 593 : 
millions for the 1949 and 1948 Acts, respectively, or about 1.5 ‘billions 


- less than- under. the maxima, 


If diversion were used, about 70. per cent. of total cost ider the 
Brannan Plan would have fallen on government with about 60 per cent: | 
so distributed ‘under both statutes. Estimated market price would have 
exceeded support price-under the 1948 law for fifteen commodities, for `. 

seventeen under the Act of 1949, and were under, the Brannan Plan. 
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Costs by commodities would have reece 100 million dollars only for 
wheat under the 1948 Act; for corn, wheat, milk, and potatoes under 

the 1949 law; and for‘corn, wheat, milk, and potatoes under the less- - 
,than-full Brannan payments. In all cases, the five most costly com- 
‘modities ogee would: have comprised more than 70 per cent of total 

first costs. 

'. Total first costs to. users would have been less than under the respec- 

tive maxima by 530, 458, and 187 million dollars for the 1948-law, the —- 
1949 law, and the Brannan program. Costs to government inthe saiñe, 

‘ order would have decreased by 939, 1 063, and 373 millions. Milk and 

‘butterfat would be supported at 75 per cent of parity under this version 

of the 1949 Act, while with the blanket adjustment of nonmandatory _ 
commodities, they drop only to 79 per cent of parity under the 1948) 
Act. This probably understates the differences in costs between these — 

two plans with minimum percentages of support. 

Transitional Parity Prices. Transitional parity prices are. applicable -—.2 
to all commedities under the 1948 statute but only to nonbasics until _ 7 
- 1954 under the Agricultural Act of 1949, With transitional ‘parity 
standards and maximum support percentages, total first costs would 
have been about 1.7 billion: dollars under the 1948 Act and about:2.2 . 

billions under the 1949 statute, or decreases from costs with effective . 
` parity prices of 362 millions and 168 millions. First costs to users would 
‘have declined some 111 million and 76 million dollars from costs ‘with. 
effective parities under the 1948 and 1949 laws to totals of 655 and 718 . 
millions, respectively. Costs to government, if diversion were used, 
would have been approximately 1 billion and 1.5 billions, down 252 and 
92 miillions, respectively, for. the 1948 and 1949 laws from the levels J 
which would have prevailed with effective parities. Nine commodities 
would not have needed support under the 1948 Act and seven 
under the 1949 law. Costs would have been concentrated in corn, wheat, . 
` milk, eggs, and potatoes under the 1948 statute and in these same -~ 

products and cottonseed under the 1949 Act. In both Acts, the scope , 

of support in terms of market value—without support—of commodities | 
eligible for price support would have been about the same as with effec- 
tive parities. 

Substituting - iranin for ae panies and with minimum 
percentages, total first costs would have decreased by 131 million dol- < 
lars to less than 500 millions under the 1948 statute but by only 18 
millions to about 860 millions under. the 1949 law. With diversion, ap- x 
proximately 58 per cent of costs would have impinged ‘on ‘government - 
under the 1948 law with about 62 per cent under the Act of 1949. 

Peanuts, wheat, milk, and potatoes would have been relatively costly 
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under. the 1948 program, while these same products and corn: and cot- 
tonseed: would have been major cost items under the 1949 law. 
In‘short, substitution of transitional for effective parity prices would | 
- have involved significant reductions i in costs under the 1948 Act but not 
under the 1949 statute. - 
© "New Parity Prices. Under the terms of the 1948 Jaw and for non- 
basic crops under the 1949 statute, new parity prices could have been © 
effective in 1949 only where they exceeded transitional prices. Under . 
the 1949 law, neither transitional nor new parity prices could have 
been effective for basic crops if old parity exceeded new parity for these 
products. However, with no changes in the determinants of parity prices 
and support percentages, introduction of new parity prices provides 
a rough projection of costs over the long run. From the total cost with 
effective parities and maximum percentages, total first.costs would drop © 
more than 50 per cent to about 926 million dollars understhe 1948 
statute and about 35. per cent to 1.5 billions under the 1949 law. In | 
both cases, more than 65 per cent of first costs would fall on government | 
if diversion were used. More than 70 per cent of total first costs would 
have been incurred in support. of corn, wheat, milk, potatoes, and 
cottonseed under both programs. 
With new parity prices- for all commodities and minimum percent. 
- ages of support as defined here, first costs under the 1948 Act would - 
have decreased. about 50 per ‘cent below costs with effective parity to 
285 million dollars and under the 1949 Act, about 35 per cent to 566 
millions, With diversion; about half of first costs would fall on govern- 
ment under the 1948 Act and almost two-thirds would be so distributed 
under the 1949 Act. Costs would have been concentrated in peanuts, 
milk, butterfat, and cottonseed under the 1948 law.and in corn, milk, 
butterfat, and chickens under the 1949. statute. Again, change in the 


get 
‘ 


definition of parity prices results in significant changes in magnitude of MU 


_ first costs- ~ 
~ Combined Support Standards and Percentages. Parity prices defined 
‘in one act are combined here with minimum support percentages de- 
fined in the other. Combination of minima defined under the 1949 
statute with effective parity prices defined by the 1948 law results in an 
‘increase‘of about 13 per cent in total first costs to 671 million dollars ` 
from- 593` millions with minima as defined in the 4948 Act. Combina- 
tion of 1948 Act percentages and 1949 Act parities would-result in a 
decrease of about 10 per cent in costs to 787 millions from 877 millions 
. with effective parities and minima as defined in the 1949 law. es 
Brannan Support Standards and Statutory Support Percentages. Sup- 
port pacs calculated according to the Brannan PTE are associated 
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with maximum and minimum support percentages defined by- ie 1948 
` and 1949 laws, ‘roughly to indicate the effects of, differences. in price - 

: standards. With maximum support percentages, substitution of Bran- 
nan, prices for effective parities as defined in the 1948 law would have * 4 
cut total costs from more than 2 billion dollars to less than 1 billion, < _ 
- Substitution of Brannan prices for effective parities defined by the: 1949 

“law would have cut costs nearly 60 per, cent——fromi 2.4 billions to. 974 . 
millions. Substitution of new for effective parities in ‘the Act of 1948" 
yields a lower total first costs than ‘would have accrued with ‘Brannan . 
prices and maximum percentages of support. In every other. instance, a 
the costs associated with Brannan ‘prices are much lower than costs | 
‘using other price standards and comparable support ‘percentages. Ap- 
proximately two-thirds of first costs would have fallen upon-government .- 
` with. both’ 1948 Act and 1949: Act maxima associated with ‘Brannan - 
"prices. Much the same results would have occurred if minimum levels 
_ of support specified by the two statutes were applied to the Brannan. '._. , 
` support standard prices. With percentages. defined by the 1948 Act, ai 
total first costs would, have dropped from 593 with. effective parity to ` 
248. millions with Brannan prices, With 1 minima defined’ by.the 1949 - 
-statiite, costs would have fallen from-877 -with effective parity to 286, 
millions with Brannan prices; Well over half the first costs would ae 
borne on government. in: both cases. ma 

; Comparisons of Cost of Support. Differences i in total first ar among” 
-the twenty. plans considered here are summarized i in, Table 3. Total 
- first costs -in millions, of dollars are shown in both rows and columns - 
designated. as “total.” Then.each cell indicates the differerice in, total = 
first cost between the program ‘indicated<at the heads of the row and of -` i 
_the column defining the cell: The cells bounded by row 6 and column ` A 
6 indicate first the differences in cost .amdéng the three. ‘plans; with 
‘effective: standards and both with-maximum and minimum support pèr- ` 
centages. Cells bounded by rows and columns 7 through 10 indicate the - 
_ effects ‘of introducing transitional parity prices. ‘The effects: of new | 
parities are summarized in the cells bounded by rows and columns 11 
through. 14: Rows and columns:15 and 16 indicate roughly the effects, 

_ of substituting for each other the minimum support percentages defined 
by the two statutes. Rows -and columns 17 through 20 indicate the im- __ 
pact of substituting’Brannan proposal support standard | pricés for the, : 
various ‘parities defined by the: ‘two laws. This table makes clear. that ` i 
` the Brannan Plan in 1949 would not have involved high outlays relative , A 
_ to the other two programs. In fact, so far as'price standards. are con- 
' cerned—and ‘therefore far given ‘percentages of support—it is a less,- 
costly: proposal at present than the Agricultural Act of 1948. However, ` 
after introduction: of. ‘Rew parities and with ‘no other. r “changes, the Ea 
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Brannan proposal with maximum payments would be’ approximately 
twice as costly as the 1948 statute and about one-third more costly 


than the 1949 law. The high costs of the 1949.statute with effective - - 


parities and maximum percentages are attributable to (1) the retention 
of many parity prices computed by the old formula; (2).the larger `, 
number of mandatory products; , (3) ‘the higher level of new parity. 

prices as compared to those defined in the 1948 law; and (4) to the 


. higher and less flexible minimum percentages than under the 1948 Act. 


It would. be difficult on the basis of these data to distinguish between 
the Brannan Plan and the Act of 1948 as less costly at least for 1949. 
The Agricultural Act of 1949 is clearly the most costly. Further, if both 


- the programs and the determinants of support prices remained un- 


changed, the decrease in cost of support with transitional parities would — 
be negligible under the 1949 Act. The effects of new parity prices would 
also be less striking under the 1949 statute than-under the 1948 law, 


- which with new pee in a a year like 1949 would have cost less than 1. 


billion dollars. - 

Comparative costs to users are shinee on the s same kind of a 
grid in Table 4. The dependence of. these estimates upon ‘the accuracy . 
of quantity-price regression coefficients has already been stressed. 
Within these limitations, several conclusions may be noted. With maxi- 


mum percentages of payment, the Brannan proposal would add least to 


costs by users at the farm level. For all comparable combinations of par- 


ity price and support percentage, the 1948 Act would involve lower addi- 


tional costs to users than would the 1949 statute. However, for comp- 
arable programs, the percentage of total first cost appearing as added 
costs to uSers would be greatest under the 1948 Act and least under 


the Brannan proposal both in dollars and as a percentage of total costs. 


Costs to government, again on the assumption that commodities are sup- | 


` ported by diversion and again within the limitations consequent upon the 


lack of empirical verification of demand elasticities, would have ‘been’ 


` heaviest under the Act of 1949 and lowest under the Act of 1948. In 


terms’ of percentage of total first cost falling upon government, the 

Brannan Plan is generally highest and the Act of 1948 is lowest. 7 
The relative diversion by commodities is indicated in Table 5. Sup- 

port operations would not have been necessary in 1949 for the following ` 


‘commodities for which market price without intervention exceeded or 


equaled the highest of the support prices specified by the twenty plans: 
cotton; flue-cured tobacco; hogs, beef cattle, and lambs; and turkeys. 
Burley tobacco, sweet potatoes, and wool would have been diverted 
only under the full Brannan payments. Eggs would have been supported 


ohly under: the maximum percentages and effective price support 
ea Chickens would have needed Support only 10 under the 1940 
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_and.oats would have been supported . only under maximum- payments ` 
` and effective. or transitional support standards: ‘Support would ‘have’. 
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effective and transitional parities and. with full, Brannan: prices. Barley 


been necessary: for tung nuts, honey, and mohair only under a-few plans. 


‘Rosin would not have required extensive support. Diversion would have 


been required under all or. nearly all plans for the-following products: 
corn, peanuts, rice, wheat, milk, potatoes, dry edible beans, flaxseed, 
cottonseed, grain sorghums, ‘turpentine, and dry edible peas. ‘In most of 


the commodities for which total first-costs would haye been relatively l 


high under most of the plans, diversion would have exceeded a minimum 
of i0 per cent of estimated sales. without ‘support operations. For the 


feed’ grains, however, diversion. asa percentage of available supply, i is 
lower. Both the cost and diversion estimates reflect the upsurge in farm 


f 
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L 


_ 
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‘prices which océurred in the latter part of the support period.. For this 
~ reason, use of data for the 1948 year might yield more useful conclu- 


sions with respect. to the relative costs ofthese plans in years. when 
differences between support prices and market prices are high. As the 
- difference between estimated market price: and support price widens, 
costs ‘under the 1949 statute increase relative to those avolvedi in the 
‘other programs, 


The costs by niod a the twenty plans could be calculated | 
by: applying the appropriate support prices to thé diverted quantities 


\ 


indicated in Table.5..The dominance of-corn, wheat, milk, potatoes, 


and - cottonseed as cost items.is clear. The differential: impact of the- 


various- programs upon the commodities is also indicated. It-is also clear 


that ‘several commodities which do not individually rank high.as cost 


-items would nonetheless require support: ‘uhder all or most of the pro- 
grams. Among these are peanuts and rice in the basic category and 
milk, dry edible beans, flaxseed, grain sorghums, and turpentine. Thus, 
' while there.are significant. differences i in costs and distribution thereof 
resulting from differences in parity standards and in support percent- 


P ages, by far the bulk of support costs zre concentrated.in a few prod- 


ucts. Major ‘adjustments appear. tò. be indicated for grains and milk. 


Eggs and potatoes appear also’ to be oversupported.- -Other out-of- -line 


_ commodities do not appear to: ‘be £ sources of significant costs, 
6 ` of 


IW, Summary 


the additions’ to: farm. cash receipts from price support. With direct 
_pPaytients, the full. immediate burden. falls upon government. With 
` diversion, total first costs, consist of added outlay by users plus costs 


of stock acquisition by government and are equal to total first costs 


; with diversion. One variable must t be eras: to calculate differ- 
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Methods and restilts may be summarized briefly. Total first’ costs are 
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ences in costs; two variables to calculate magnitude of costs; and two - 
variables and one regression for distribution of costs. | 
` Several major limitations are attributable to the restricted definition . A 
of the questions engaged, to the necessity to accept judgment of special- | l 
ists with respect to fundamental data and relationships,. and: to -the 
restricted time period over which costs are measured. The applicability 
of, the results to policy questions is accordingly limited. The definition `- 
of first costs used here precludes analysis of. many important issues. . 
There are obvious uncertainties with respect to the market prices and 
utilization i in 1949,.to the demand equations, and to the elasticity esti- 
mates upon which they are based. Implicit inclusion of the peculiarities ae 

“of 1949 production and demand patterns, and therefore of all their. . | 
determinants, has been noted. The difficulties associated with intra- . 
seasonal adjustments of production, demand, and price for related 
goods have also been set out. In the face of these limitations, the ~ 
analysis was restricted to a single year in order to reduce the questions, 7 
at issue to workable scope, to reduce the number and complexity of | 

required assumptions, and to avoid complex: methodology upon which | 

-irresoluble argument might center. Error in estimation of commercial’ ` 
utilization—given supply and utilization patterns—should | not be fatal. 

A pivot point on the’ 1949 regressions is given and, therefore, de- 
terminants of level of demand need not be investigated, Intraseasonal 
changes in demands consequent upon changes in support price should ` 

- not be serious for most of the commodities considered here. Neither the 
full supply function nor temporal shifts in its form or level need be. 

- known. Changes over time in variables or their magnitudes, in func: 
tions, or in equilibrium and SODIY conditions need be considered ony ny 
if a net cost estimate is sought.. a ee 

Projection of costs to different contents: which would greatly extend: 

_the usefulness of these results, would: involve far more complex pro-. 
cedure and a wider range of assumptions. By specifying the factors 
affecting production, factor-costs, and demand functions and by further 
specifying the form of relations among them, Cost levels could be 

approximated for any period in which such specifications were rep- 
licated in the economy. Projections purporting to indicate actual future 
magnitudes are limited by several strictures: the operational necessity 
that some models include too few or too broadly aggregated variables; 
omitted variables may exert | significant aggregate effect; limitations 

‘upon calculation may require postulation of too simple forms of re- ~ 
lationships; there may be inadequate bases for selection among com- ` 
peting hypotheses in the formulation of the models. These observa- 
tions do not disparage the desirability or feasibility of formulat- 

“ing projections. Rather, they indicate that the number and complexity 
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of assumptions and calculations exceed the limits of this study. There- 
fore, the relative simplicity in assumptions and manipulations here must 
_ be set against the greater generality which could be obtained’ through _ 
_* projection over time. The cost estimates here can at most provide ap- 
proximate description of immediately past experience and offer re- 
' stricted possibilities for short-run extrapolation. 

Some limited projection of costs is implicit in the present study. Both ` 
transitional and modernized parity imply the passage of time without 
change in the determinants of price support. However, Brannan support 
standards should rise over time relative to modernized parity prices 
under the two statutes. Introduction of new parities should compound 
this change in relative parity” and support levels. After 1954, mandatory 
minimum levels of support would decline. With the same values for 
cash receipts, indices of prices paid, and of prices received, the level 
of price adjustments required by the Brannan proposal would exceed 
that required under the 1948 statute. 

Further, several generalizations with respect to the relative effects 
over time both of method and of cost of support may be adduced a 
priori. With diversion, it is probable that costs at processing, or retailing 
levels are greater than at the farm level since margins appear to widen 
as farm prices rise. The.competitive position of supported products may 
weaken if substitutes are available. Thus, part of the benefits of price 
_ Support may be diffused to producers of competing products. Diversion _ 
niay adversely affect regular producers in secondary channels if at- 
tempts are made to recover some part of costs to government by this 
means. Maintenance of the same. price level through payments rather 
than diversion would probably involve less decrease in real income, 
since individual users could reach equilibrium adjustments at higher 
preference levels with direct payments. Both price and income effects— ` 
usually supplementary—appear to be involved in diversion while a 
single income effect is consequent upon payments. There is some possi- 
bility that demands for supported products may fall if stocks are ac- _ 
cumulated over long periods and hang over commercial markets. All _ 
of these likely: repercussions would tend to raise the final costs of di- `- 
version relative to maintenance of the same price level through: pay- 
ments. In addition, incidence of costs should fall more heavily upon 
_low-income groups, since approximately one-thiré@ of all costs appear 
to impinge upon users. However, distribution of stocks may subsidize 
low-income users, On some commodities, both costs and benefits may be 
diffused into export markets. Carry-over of stocks does not unequiv- 
ocally assure higher average annual farm.receipts, and diversion opera- 
‘tions are not primarily oriented to these objectives There should be little 
if any difference between diversion and payments in generating supply 
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response, although payments may involve lesser. responsé in n Substitute’ 

products. Thus, there should be no significant differences ‘in the scope ot - 
fature ‘of. controls réquired. Allotment. and énforcement difficulties _ l 
should not differ greatly.. There appear to be major differences.in ad- | i 
ministrative procedures and expenses. Sale of abnormally large volume, a 
of-such products’ as the feed grains, collusion in reporting sales, and. 
multiplicity of small ‘sales might impede effective administtation of’ 

-direct ‘payments. There i is no need that payments be made direct to - 
producers by government instead of through. some pene, or procesi 

. ing bottleneck, .- . j ; 

‘There is, howevet; no unequivocal case for payments: as preferable, Mee 

~to diversion i in all cases or by all criteria. There i is no need that these , | 
' methods be considered mutually. exclusive or. hostile procedures. With. ~- 
respect to cost to government, the balance appears to favor diversion. - ` 
„for storable commodities. There is no indication: that on-farm elasticity ` . 
-for groups of closely’ related products exceeds unity. If only’ one com- N 
‘modity out of-a group: of closely substitutable products were in re-. 

. dundant supply, direct payments would be indicated as less costly to - 
„government. Especially in the feed grains, price. support: ‘through. di- . 
-version induces storage when crops’ are large. With direct payments: ` 

: such large crops would-probably move into utilization with subsequent: 
heavy: production—and support—on. livestock. In short, crops there. 

‘ would be neither inducement. nor méchanism to obtain retin of sup- 

port outlays which had been made in long crop years. ‘Thus'in-feed ` . 
grains particularly,. diversion should decrease costs: to government and > | 
-offer. the prospect of noet losses to` government over the long run. 
Acquired stocks may have either, positive or negative’ net. value to gov- `; 
ernment over the long run: In fact, long-run money costs have been ` “J 
‘negligible on storable: commodities, “Apparently production of cotton, 
: tobacco, and wheat can be controlled. fairly effectively through. market-. e 
‘ing quotas. Corh production. in the’ commercial area can at least, be 
strongly influenced by. acreage allotments: Magnitude of stocks is thus 
subject, to some control. Drought’ or war or other emergencies may en- 
hance the value of stocks. The effects of stocks upon demand levels at - 
least over ‘the relatively short liquidation period has not been effectively 
appraised. Even so, ‘it appears ‘unreasonable to depend upon such situa- 
tions for liquidation? of stocks, since acquisition is, not systematically oa 
; related to the Jikelihood of their occurrence. In short; there i isastrong / 
` case for. diversion in storables' which are used in raw materials for pro- k 
duction of other commodities which. may be eligible for, support. This i 
, case, however, Tests only upon minimization of ‘costs. to government. 
Judged by total: costs and by mpa on’ ails no eh case.can be . 
popport. on T eee ae | > 
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Aside fon repercussions associated with: alternative methods of ` 
achieving a given level of support, . a series of conclusions may be posited 
with respect to the impact of levels of cost alone. Any method of support 


* ` which significantly raises net cash .receipts-above the level which ‘would 


prevail in the absence of widespréad support and control will ordinarily 
induce further expansion of output. The stability of individual enter-. 


prise adjustment will be inversely rélated. to. the difference between 


support price and market price. The scope and, stringency of control 
will vary directly with levels of cost. The necessity for allotment and ease. 
of administration will also be relatéd to cost. Any method of price support 
involves ‘unequivocal income transfer through monopoly organization, 
, with rather less obvious dumping when direct payments are used. There 
appears :to be no reason to conclude’ that’ the determinants of level, 
stability, or distribution of earned incomes’ in: agriculture are directly 
touched by price support. In fact, the greater is the difference between 
support incomes and market i income, the more effective and enduring. 
should be'the impediments created against the productivity and mobility 
adjustments which’ seem to underlie the problems of low and unstable 
earned incomes. When full or near-full, employment exists in the 


economy, support high enough drastically. to shift production’ patterns ; ., 


appears actually-to worsen’ the n towards which support 
is ‘nominally addressed. ; 
Thus, the balance óf evidence with respect: to’ aiad ‘of support: | 
indicates . that direct payments,’ should involve lower net costs than 
would diversion. for those commodities on which’ on-farm elasticity ‘is 
relatively high and the. storage or processing of which is. costly. By this 
criterion, the Brannan proposal appears to be- ‘the least. ‘undesirable of ` 
the three plans considered. For storable commodities, there is-no such 
compelling conclusion in. favor of payments. With low on-farm elastici- 
ties. for: supported | goods used as raw materials for other supported 


products and uncertainty with respect to future production, commercial - 
„demand; and noneconomic. contingencies; a reasonable basis for di- . 


version and storage exists. ‘There is nothing-in any of the three plans 


- which should preclude such storage—which can be supported by lesser 


short-run costs to government and i in some cases the possibility of lesser 
net costs. ` : 

The higher is the level of support above. ‘ie magnitudes at near- 
full employment, the greater is future. cost and the less easy:become 


- the productivity and mobility: adjustments needed for the solution of 
‘the fundamental problems of‘ undesirable disparity, instability, and 


distribution of earned farm-incomes: relative’ to those earned in other 
sectors of the economy. In the short run, the Brannan Plan appears to 


be Teast undesirable by: this criterion. Given time gous effectuation of new ` 
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DISCUSSION | 


Ja D. BLACK: Because Professor Mehren sy gone far beyond comparing 
_ the costs of the two programs actually enacted into law and thé one proposed 

_ by the Administration and estimates the costs of twenty alternative combina- 
tions and variants ‘of these, it becomes highly necessary first of all to abstract 
_ from his analysis ‘the three that we have been much concerned with until 

recently.’.We can then consider any likely variants of these. ` 

Before I do this, however, I want.to pay my high respects to Professor 


| _ Mehren for. the. care and thoroughness with ‘which he has. performed his task. 


His is the kind of painstaking, scientific ‘analysis we are always looking for 
-and-do not often find. There are few qualifications of his results that need to - 
be made that he has not recognized in his paper. - | 
For the Hope-Aiken: Act of 1948, what we want-to bio. is what it would 
have cost with the new parities and its flexible provisions in full operation. 
Professor Mehren carefully avoids the term flexible, but his minimum’ costs 
are the costs with the flexible provisions in full operation. The new parities 
would not, of course, have been in full, or practically full, operation until per- | 
haps 1952. Supplies of the mandatory products would have increased by this ` 
` time; or by 1955-56, assuming normal crop weather and demand, to the mini- 
mum levels or at least part way to them, From the standpoint of costs, the 
. effects would be the same either way. If they did not go full way, there would 
be no costs involved, for this would mean that prices and supplies had come -` 
into equilibrium at this level. Professor Schultz ‘and I both made statements 
back ‘in 1948-49 that we expected that an equilibrium. level for farm prices in. 
general-would average out around 80 to 85 per cent of parity. The effective 
‘Minima in the Act of 1948 mostly ranged from 72 to 80 per cent of parity, 
‘with wool and potatoes, however, down to 60 per cent, The prices of some of 
the individual products would, of course, have fallen below the minimum level ` 
without resort to diversion, Or it was possible under the Act of 1948 to let 
the price fall and make up the difference between the support level and 
market price by direct payments to producers. In either case, costs would have 
been involved that are not included in Professor Mehren’s estimates. 
- Professor Mehren’s total cost estimate that comes nearest to fitting the 
foregoing specifications is his 285 million dollars for new parity and minimum ~ 
‘price supports. This estimate would not fit to the extent that carry-overs and 
sales in the year that the Act of 1948 went into full effect were ‘different from 
those in 1949 and that larger or smaller diversion losses or gains or direct pay- - 
ments would in consequence bé involved. 
_ The Mehren cost estimate for the Act of 1949 nearest comparable to the ` 
285 for the 1948 Act is the 566 million dollars. Since the minima under this - 
Act was mostly higher than for the 1948 Act, ranging from 2 per cent higher 
for wheat to 5 per cent for cotton and corn and 15 per cent higher ‘for rice, 
the resort to diversion comes much sooner and is much more expensive. - 
Actual ‘experience with the 1949 Act in 1950 has been of course no clear 
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test of how- it will. work out -after the new parities and flexible. provisions 
“come into operation. -It. has indicated, however, that the kinds of' surpluses - 
that will surely arise under it in spite of somewhat lower support levels’ than 
at eint, will eae some very ‘difficult — which ny as Adminis- 
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8 ` \ 
ia . ‘ vi aaa Act of 1948. Act of 1949 . ‘Brannan Plan: Prices re l ! 
o Fe New Parity” | * New Parity «1.27 Average 7 
el og ort a L and Flexible ° -~ and Flexible Annual Price, -` 
er x Dae _ | . Provisions = . Provision = . 1938-47 «| 

Com (bu) 8 eee AAR ce IO 180. 
Cotton (Ib.)’ a Be l - 217° ~ 7 +. 2561" oo.r > 26004 
. Peanuts Fon 2 „1054 ~ S05" O’ .0871* j 
Rice-(bu. Re ee ee ee oY 3 u 1.94" 241° 3 
Wheat (ba.) oe OS 1.66* 1.74" . - 
oboe Missal a J - 425" .442* .462* ` i 
Tobacco—burley’ i eo 418 ` 442% 468" > ` : 
- Potatoes (bu.) Seer cas, AMOR» 1:10 4 1.51* E 
. Wool (lb.),. S » naos '.312* 483 3 
Whole milk (mfg.) (b) ; och * 0321» ‘ 0334" " 0397 AY 
` - XN = par a $ 
.Butterfat b.) ee E 508: 534". so 631. ice 
Tung nuts (ton) - oY 60.00 =, © 63,00" - - ` 100.87 : ; 
‘Honey extracted, qb.) F n =) E .106* 160" = 
- Mohair (Ib.) . _ . eS omp “440" 682 ` i i 
' Eggs(doz.) i k s i ‘ .350 se “42° are 431* 
Farin chickens aby. .226 i werk '  (277* i 
“Hogs Mar.—Sept. (lb.) , 1438 = „1780 > 
Beef cattle (cwt.) =t, ` Pn i 15.80. ; 
‘Lambs (ewt) °° cool Oa — 7 17.00- : 
Barley (bu.) 5 7 020’ 126 76 1.16. 
yo are E ” ‘ ` x -\ 
Flaxséed (bu.) ~ 3.28) 3.47 4,07. 
Cottonseed (ton) . 50,88 ~ 53.88 50 
Grain A (bù) ~- 1.37 | 1.44 - a 2.24 ~. T 
Oats (bu, 482 “351 : 187 t a -| 
Soybeans (bu) 1.89; 2.01 ° 2.40" re 
Dry beans (cwt) ° aa i) i 5.82 .°. ~ 8.01 
Honeycomb. (b,). i — ' . 188 277. 
- Turkey. "2 277 +295 A2- - 
' Sweet potaices wa): fe SONS 1.58 ` BAS... 4 a 
` Turpentine (gal) oe be 7 ny 235 _- 74 
ee ae ae 
- Rosin-(cwt Es -4.35 ~ 4.61 ° 6.19. > 
Peas, dry, edible (wt) ae 3.31 ie 3.49 5.46 - 


j Mandatory support at this ievel under the Acts; or ‘under Brannax Plan as presented by’ 


‘Secre Brannan. 


tration has not sarees in handling at all RR It-may weli T T 
_ the best that could be- on under’ the circumstances, but I. am al no means ` 


“sure of this, 
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| 1949, respectively. This would be an estimate of what carrying ut the 
: Brannan Plan would cost when it was in full operation, say, in 1952-55. ` 
- I'found upon close reading of the Brannan statement of April, 1947, and 


Professor Mehren’s paper that I was not af all sure that-any of his estimates’ 


: really fits such a description: Accordingly what I have done instead is to put - 


together in the accompanying table Professor Mehren’s estimates of what 
prices would ‘have been under the Acts of 1948 and 1949 and what they 
would ‘have been at the full Brannan support level: that i is, 1.27,times the 
average annual prices of the differént products in 1938- 47; It will be remem- 
„bered that the Brannan proposal was to use a ten-year’ moving average with 


a two-year lag. It will be noted that the Brannan standard levels are higher 


than the 1948 Act prices on all the products except peanuts. From these 
prices and Professor Mehten’s “total sales” in his Table 1, I have made 
calculations of costs with the-Brannan Plan in ‘full effect, under three assump- 
_ tions as to how the Brannan Plan might have been carried out; as follows: 

l. Full Brannan support prices for all the products in ‘the table, whether 


mandatory or not, at the 1949 levels of production, as assumed by ‘Professor 


` Mehren in all his calculations. The total costs under these assumptions would 
have been 2 625 tnillions dollars higher than for the Act of 1948 as above 


figured, or a total of 2:910 millions. With a normal cotton crop in 1949, 


nearly another hundred million would have been added ` to this cost, making 
the final figure roughly 3,000 millions. - ` 
- Now to interpret this figure: It assumes, first of all, the same amount. of 


crop control as in 1949. It should be obvious that if the prices in the Brannan - 


column really were ‘to be set and market quotas were not imposed, production 


of this full list' of farm: products would expand year after year. Within five ` 


i years the general level of output might be up as much as a fifth. We expanded 


a third during the war. All we need is an assured market to expand at the ` 


same rate again. The Brannan Plan under these assumptions would presently 
be costing twice the 3,000 millions. Yet the Brannan Plan says that these are 
the prices that farmers ought to get. It opposes rigorously any flexible pricing 
arrangement such as provided in the Acts of 1948 and 1949: that would bring 
down the prices as output expands and hence tend to bring prices and. : pro- 
duction into balance somewhere- below 90 per cent-of new parity. Instead, 


the Brannan proposal is to put the product on the market, let the market price 


fall t to whatever level will move the products, and make up the difference in 
direct payments. Actually carried out on ,this basis, the costs would indeed 
be as much as the 5 or 6 billion dollars that have been estimated by many. 

2. The actual Brannan proposal, however, had another important feature. 
It included use of market quotas on the basic six commodities and some 
others when the output became too great.. To the extent which these were 


used and were effective they would hold up market prices and reduce the size . 


of the direct payments. Indeed, the quotas could be reduced:to a level that 
would call for no direct payments at all—provided they- coud be enforced 


i The prices. in. this table are fom Professor Mehren’s ful report, EN for Brannan 
full-support from his Table 2 in the full report, and those for the two other compes from 
his qape 2 so far-as possible and the rest from his Taola 15 and 16.. 
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‘at these levels, Iti is impossible to estimate ‘the cost of the Brana Plan with 
marketing quotas in use unless one makes some assumptions as 3 fo. the size 
of marketing quotas set and as to their enforceability. - aor 

Any actual use of the. Brannan Plan would have called for some working 
. compromise between market quotas and direct payments-in the Group I or 
“mandatory products in the Brannan Plan. The workability of marketing 
quotas surely would have been a major determinant. Without ‘any quotas, 
the cost of full Brannan support levels even at 1949 levels of production 
-would havé been around a billion dollars for the basic six commodities. Let 
us assume that the compromise would have been quotas that would have re- | 
sulted in prices- and costs, half-way to this level, or a half-billion ‘dollars. 

` Marketing quotas would have been very difficult to enforce on potatoes, on — 
eggs, and.on farm chickens—all in the Brannan mandatory list. Brannan 
support prices times sales in 1949 would ‘have called for direct payments 
and/or diversion costs on these three products dlone, totaling around 800 
million dollars more than these would have cost at 1948 Act support ‘levels. 

_ Given assurance of these high returns for these products, surely the producers ` 
of them would have expanded their output much more! Certainly.some level .. _ 
. of support prices below the full Brannan level would have been necessary to a 
have made it work at all for these three products. Let us accept as the com- 
promise a level of prices that would have cost a half billion dollars. 

3. As for the products in Professor Mehren’s table not inthe Brannan 
mandatory lists—twenty-two of them—no definite commitment was made in -` 
Brannan’s statement as to the level at which their prices would be supported. ` 
Support at the full Brannan support level would have meant direct payment 
or diversion costs totaling around a billion dollars. In one of the Mehren 

_ estimates, support prices have been assumed at the actual support levels of . 
1949. If if is reasonable to assume that the Brannan Plan in actual adminis- | ` 
tration, in spite of its pronouncements as to the need for prices at levels well -~ 
‘above the Hope-Afken levels, would have accepted something like the actual a 
1949 support levels for these twenty-two commodities, then’ the billion dollars aa 
of cost for the twenty-two commodities would have been reduced, according 
to Professor Mehren’s estimates, by 510 million dollars (the difference be- 
tween the 2,009 millions and 1,499 millions in Table 23 in the full report). 

Some part of this could be saved by i imposing marketing quotas on a few 
_ in the list of.twenty-two for which such quotas might be enforceable. These 
include oats, barley, soybeans, dry beans, grain sorghum, and flaxseed. The 
"possible savings -with quotas substituted in full for direct payments for these 
.six products would be around 400 million dollars out of the billion. Let us 

~ assume, as we did for the basic six, that a compromise between Brannan Plan ` 
. prices and marketing ae at half this cost is reasonable; namely, 200 
million dollars. i 

But there is still left in the twenty-two products a number of important - X 
. ones for which quotas would be extremely difficult; namely, whole milk, but- - - 
terfat, wool, and turkeys. Full Brannan Plan support for these would cost 
600°imillion dollars“more than the Act of 1948 prices. Let us assume that in `- 
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anal practice the Department of “Agriculture would have set price levels 
that would have cost half the 600 million. 

Accepting these compromise. figures, one comes out with a total of around 
a half billion for the. twenty-two commodities, which is sia what the 


`- „Mehren estimates come to under his assumptions, 


Let us now put together the three “compromise” sets of estimates: se 
the 500- million dollars for the six basic crops; second, the 500 millions for: 
three other mandatory products, potatoes, eggs, and farm chickens; third, the 
500 millions for the twenty-two nonmandatory products, ——- 

. The-total of 1,500 million dollars is the same as the 1,499 millions arrived 
at by Professor Mehren by one of his methods, except that this 1,500 millions 
as figured here is in addition to the 285 million cost ot the Act of 1948, 
making a total of around 1,800 millions. 

But it cannot be stressed too strongly that this amount spent on direct 
payments and diversion would not have given ‘prices at the Brannan Plan 
level. Instead they would have averaged down around the 90 per cent of 
parity level, below it for most of the nonmandatory products. 

Some of the high costs in the above estimates are surely in part a heritage | 
from preceding programs that built up surpluses; but these would be more 


' than offset by the expanded production induced by-the large direct payments ` 


Na 


on products whose output is difficult to restrict by any enforcement meas- 
ures. The foregoing estimates do not allow for the expanded output certain 
for many of these products by 1952-55 in spite of all possible reasonable use 
of marketing quotas. Most important of all, no costs of any kind for hogs) 
beef cattle, and lambs are included in these estimates, because prices of all 
were. above even the Act of 1949 levels in 1949, and with market quotas 
imposed on other commodities as above assumed, hogs certainly, and probably ` 
beef, would be requiring support within a few years. It is highly probable ~ 
that the Brannan Plan administered with moderation would be costing “well 
on toward 3,000 million dollars by 1952-55. This is as near to an estimate 
of the cost: of the Brannan Plan in full operation, comparable with the-285 
millions for the Act of 1948 and with the 566 for the Act of 1949, both in 
full operation, as one can come to’ from Professor Mehren’s analysis. This is 
fully ‘ten times the cost of the Act of 1948. 

. The foregoing cost estimates are of course all in terms of Professor Mehr- 
en’s “total” costs. In general, his estimates are to the effect. that around 30. , 
per cent of the total costs could be shifted to users if diversion rather than 
direct payments were the major device used. oe 

One cannot safely assume, however, that this 30 er. cent would all be 
saved by the government. If experience of the past two years is a guide, the 
government would so nearly give away a large part of what it purchased that 
only: a fraction of the 30 per cent would be saved. If low-income consumers 
in this country got the benefit of this giving away, one might not object to 
it. Instead a large fraction of it has been shipped overseas, and by no means 
all of it has been used in. human consumption—potatoes, for example, 

. One further comment on Professor Mehten’ s cost estimates is in order; . 
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l namely; that probably all of them are on the Conservative side: if. Cao poe 
_ ever appropriated enough money- ‘to implement them, they might run as | :. 
( much as a‘third higher. One reason they are low’in the one just. named is . P l 
‘that they. do not:include all the. losses on’ the diversions outside the usual .: i 
` chaniiels ‘of trade. These could be very high if production shifted strongly tol 
‘livestock ptoducts,- making a: vigorous surplus . disposal. ‘program for these 
necessary, A further, reason that the Brannan estimates are: ‘low. is that the |: 
_-moving-average clause would, raise the support . levels each year till’ about -` 
. 1956; that is, until the adjusted cash receipts for the year added were less. _ 
than’ those’ of the year ‘dropped, plus. two years for the two-year lag proposed: ` 

_- As Professor Mehren fully recognizés’in his-paper, the relative cost of ‘ 

agricultural Programs. is only one.attribute of.thém.:-Of much more conse- » => -> 
.. quence is what is achieved with the money spent. A: million. dollars spent in |; >! 
‘such: a way that it adjusts production and. ‘consumption $0 that presently _ 

ono supports, are needed -is worth 10. millions that’ merely perpetuates the . 

, malddjustments. The production’ changes that would have been ‘induced by ` : 
the Act of 1948 would nearly all have been in the right direction. The quotas ` 
-that probably. would have been. imposed on corn—and’ probably on some zo 
other. feed crops—would have tended to shift land to grass arid forage crops > 
and dairy and beef production.: This would have increased dairy production > ` 

_ and’ called for still larger diversions. But Senator Aiken had’ plans to, deal `’ 

_ with: this situation. when it arose; namely, to. attempt to obtain enactment of” 

` legislation along the lines of his National meee Allotment Plan.. Fle saw no. 

» purpose of pushing for this in 1948, ` 

_ It should be apparent that the Act of 1948 was a pei Sodani in a the’ 
direction of a’ reasonable balanced ‘production-consumption adjustment pro~: 

> gram—such a one;. for. example, as outlined; in. Chapter 21: of Black and - 
Kiefer’s. Future Food and Agriculture Policy. The costs, would haye-been low - 
and the’ adjustments under it would have been imainly i in the right direction. 

` The. next steps needed were outlined in my testimony. before the ‘Anderson . ° 
subcommittee of the Senate “Committee ` on ‘Agriculture and Forestry in the’ 

_ next session of Corigress. They were: (y Revising: the schedule’ of percentages.. 
in the flexible provisions to fit the ‘particular supply-price function of each 
commodity, and also the harvesting costs, sọ that-an- output, above normal. - 

- would yield approximately, and ‘preferably somewhat less than, a normal out- 
~ put,, so that, the producers: would not be under inducement. to. keep over- 
producing. (2) Putting. all the mandatory commodities, particularly tobacco; _ 

_ on 'this basis. (3) Making a start. in, needed’ consumption adjustment. ‘by ex. - 
panding the school feeding program and trying out the food allotment ee 
gram with a few aerate groups in sample areas. a ~ 3 

Further, than this, I.strongly urged the Secretary of Agriculture tó r his SEE 
économists to: working out comparable schedules to use with additional. com- | 7, 
modities, so that the Department, would. be in position -to put these on a A 
- similar basis as they cameé-under pressure. I, pointed out. that’ ‘this would 
_ likely result in-Congress being: ‘willing’ to leave’ programs for ‘these. to the ~ 
discretion of the USDA, wach would be desirable, - a R eat 
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From the standpoint of progress in developing a workable agricultural 
program for the country, the outcome of the 1948 election was particularly 
unfortunate. The Southern and some other groups were put in position by 
` it to reverse the desirable trends in the 1948 program. The Act of 1949’ would 
have raised the total costs according to Professor Mehren’s estimates, and 
most of the mandatory commodities would have come into surplus at a 
higher level of prices, thus creating a much larger task of output control and 
surplus disposal. The production shifts under the inducements of the 1949 
Act would still be in main in the right direction, but clearly less so than under 
the Act of 1948. The one advance in the 1949 Act was the beginning of a 
differentiation of programs to fit.better the different products. 

If one leaves out of the Brannan Plan his moving-average so-called “income- 
support” standard, using the 1948 Act parities instead, and adds to it a soundly 


constructed flexible-pricing arrangement, so that nothing i is left of the Brannan © 
proposal except letting the market set actual prices and paying the difference 


as direct payments, and/or combining with the foregoing a diversion program 
_ for selected products like dairy products and eggs, then indeed we would have 
“a program worth trying. I am satisfied,that it would work far better than 
anything we have had yet. The cost of such a program would be something 
like the 248 million dollars estimated by Professor Mehren for the Brannan 
Plan with 1948 Act parities and minimum prices.. But the program so re- 
vised would be in effect a revised 1948 Act program, with much freer use of 
direct payments than proposed in that Act, Such payments were only optional 
in that Act. 

It is of course now obvious that the USDA has actually been using flexible 
pricing in the past two years. It has been forced by circumstances and by the 
limits of CCC appropriations to lower its price supports according to supply. 
All that is needed is to extend this actual practice to the mandatory com- 
modities and we shall have in effect pretty much what the Act of 1948 set 
out to do. But this isnot enough. The Act of 1948 needed the improvements 
herein outlined. What is mainly needed to give us a sound program of 
what is now called price supports—and what was called Agricultural Ad- 


‘justment in the AAA ‘Act of 1933—is to step up consumption adjustment a 


good deal and reduce acreage and earseone quotas to use only in extreme 
` emergency situations. 

One basic idea of the Brannan Plan is to limit the output of crops for the 
cash market by marketing quotas, thus forcing a large acreage into forage 
and feed crops, and thus stepping up the output of -foods of livestock origin. 
This would mean that one part of our farmers would be subsidized indefinitely 
in the production of a restricted output of crops for the cash market. These 
farmers would have a perfect government supported monopoly of this much 
production, with a large part of our agriculture frozen in place with little 
chance for needed adjustments. As livestock output went up, the prices of 
it would go down, and the government would have larger and larger direct 
payments to make, or diversion costs. What these might cost within ten years 
can scarcely be conceived. Much more rational would be a program that 
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” shifted aie from cash crops to livestock products as fast a as consump- 
_tion of these latter could be built up by.a vigorous program as consumption 
- adjustment, The Brannan approach puts the cart before the. horse. 


“It thus dévelops that we do come out of a careful interpretation ‘of -Pro- ” 


_ fessor Mehren’s analysis with some results that have an important bearing ` 


l , on the. immediate situation. These make us realize that one of the few real 


compensations in this situation is that we are now in position to drop out all - 
or virtually all of the acreage and marketing’ quotas and let demand and price 
‘determine the supply of farm products, If additional surplus of ceftain prod- 


„ucts is needed, an intelligent use of incentive payments will suffice. -Post- 


„mobilization or postwar price guarantees should, be made` only in case the 


‘shifts now: needed ‘are in the direction opposite from what will later be ad-’ 


‘vantageous to the economy; and they should be restricted rigorously to such 


' production. If we can operate on this basis, we shall come out of it at the end _ 
` of mobilization with our agriculture freed of most of its present fetters; and 


let us hope it, can be kept free of them thereafter. And may I add that this » 


: represents no change in position on my part since I wrote Agricultural Reform. 
_. in the United States in 1929: There will come a time toward the end of = 
- mobilization or war when we shall need ‘to ‘begin planning readjustmerits i in 


Si 


production, but let us not at that time „be ROE in our efforts. by ae 


relics of any ee bases. 


WILLARD W. COCHTANE ‘This is an excellent paper; if should serve as a 


model i inquiry into the costs of income supporting programs for some time to ` 


come. The- question is posed early and clearly. The theoretical framework 


i ig unpretentious but nonetheless incisive. Limiting the period of analysis to- 
. onè year turns out to be a neat device. By this methodological device a’ 
bottomless pit of investigation is avoided-and the number of relationships . 


which must ‘be tracked down is reduced to manageable proportions. In short, 


the use of theory to guide the empirical inquiry and the use of common sense | 


_ to limit the area of empirical investigation are brought together i in a happy 
‘ combination. ` : 


As to the results obtained in terms of first costs—lI can only say hey appear 


reasonable.’ The estimated first costs of 2.062 billion dollars for the Brannan 


.- Plan with maximum payments as of 1949 is in line with other estimates I 


f 


have seen. This may, however, represent only an intercorrelation of experts, . 
since the source of the raw material was in each case the BAE. Still a-figure 


. of 2 billion dollars in 1949 running up ‘to around 3 billion by 1954 would 
seem to be -well on the way to. becoming a eeacreny arcepted range of first 
'. costs (or payment costs) for the Brannan Plan. 


-- It is interesting to observe that first ‘costs in thé Mehren system are ERE 


. a function of thè level of price support regardless of the mechanics of the . 
. plan where the patterns of price support-are identical. In other words, we 
N -may compare- the first costs of different -type plans for any year by comparing ` 


x 
$ 


“indices. of the level of price support under ‘the different plans so long as the 


patterns of support’ are identical. And ‘the patterns of price support were ~ 
moving ‘toward the atae pattern of the most recent ten Po in ie of 
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the ‘olin under comparison. Assüming, then; that each plan n the 

most recent ten years as the pattern of price support, first-costs of the plans — 

may be compared simply and directly by. comparing the index values of. the 

. level of price support for each of the plans. l 
Professor Mehren’ has requested that the discussants discuss policy; 0 


| Ps is what I am going to do in the remainder of my time. But I, too, wish 
_ to make use of the analytical strategy of a one-year period. In the context of 


ca 
w” 


` one year I want to compare a diversion program with a direct payment pro- 


gram ( following the definitions used by Professor Mehren). 

Since in my analysis we are not comparing the Brannan Plan with the- Act 
of 1949 but rather a diversion program with a payment program, let us as- 
sume that the level and pattern of price support are identical under the two 
. programs. We eliminate one irrelevant and troublesome variable by this pro- 
cedure. It then follows by the Mehren analysis that- total first costs are.. 
-identical under the two types of programs, In either case total first costs 
. are equal to quantity Himes the difference- neiyeen support price and market 
price or Qa (P: — Pm). 

My next proposition is thet resources, on ae would be used similarly if 
not identically for the -year in question under the two. types of programs. 
' Given the diversion program, ‘resources would be allocated in response to 
market prices where those prices exceed supports; otherwise by the level and ` 
pattern of price support. Given the direct payment: program, resources would 


- be allocated in response to market prices for the same commodities as above; _ 


© ministrative costs would be greater under one type of program than the other. `; | 


otherwise by" total prices where each total price is compounded of market 

price and i income payment. Total price for any commodity is, of course, equal 

to its defined price support, ‘and since the level and pattern “of price support 

is assumed to be identical under. the two’ plans, it is reasonable to conclude’ 

' that resource allocation would be equally good or bad under the two plans. 
I assert, to save time and space, that there is no ‘reason to believe that ad- 


Therefore, in the context of one year , and by the criteria of welfare. con- 


. siderations, T conclude that ‘the payment type program‘is superior to the | 


‘diversion type. Total money costs of farm commodities acquired are equal via 
either route. But by the payment route the’ total output of agriculture may 


a be moved into consumption for the year in question; whereas by the diver= 


_ sion route total: output less that amount diverted may be moved into con- 


; `- sumption for the year in question. The point is a simple one; money. costs are 


equal, but more food and fiber products are available to consumers-through. 
the operation of the payments'program than by the diversion program. Hence, 


` by strict welfare criteria, only one conclusion is possiple: the payment pro- 


C 


gram 'is superior to the diversion program for the year in question. The’ 

measure of superiority is equal to the volume of. commodities diverted—in’ - 

Mehren’s terminology to Qm — Qr -~ 
We have an objective measure of the ‘guperiority of one plan over the 


other. But is the story complete? Hardly. There-are certain obvious and non- . 


` economic bases of personal preference which come to bear on this policy 
= problem. I do not know how’ to incorporate these personal value judgments 
i a i 7 : j uP ` g i l A bz 
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Be ‘transferred. to ‘agriculture ` as» direct: ‘payments, to. producers would come ~ 
primarily from: the thiddle-: and upper-incomie. -groups, On‘: the other hand; - 


4 


into the above soami analysis, but they, do find their way into the palitical - 
Be ores where. farm price policy i is' formulated. Hence: we had better recog: 
‘fize‘them,: ~, J: 

Let, us look briefly at two of. these noneconomic ae of a PET, ptefer- 
ence, for the- diversion type ‘program. Fitst, it is. ‘generally observed “that © 
: farmers: do‘not want to receive their income subsidy i in the form of a governs 


„ment check.. ‘They want to receive. their subsidy, in the prices received by ` 


‘them where that subsidy is less; obvious. . Second, Congressmen reflécting | the:, 
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-views of their constituents are desirous: of keeping ‘taxes from rising. Hence. g 5 : 


ate désirous’ of holding dowh governmental ' expenditures. In brief, a wide- 


: ' “spread preference may “be said to exist for redùcing the costs” of government — 


“in ‘the administration of agricultural ; ‘programs. In my opinion. (and: ‘Tam 
entitled’ to an opinion, since the force. of opinion is- -what we are discussing): ~ 
‘the first of these personal walues: i is exaggerated and is.subject to- immediate -` 
-collapse if and when à payment. program comes into: operation.. But, ‘the. 


y 


second preference. Pattern is Teal indeed—-and may override all. -other t ‘con- ‘y z i 


~, sidérations. 2": e a 


But there; are To ba br a preference i in 1 favor PORAT w å 


~ type program; too. ‘Where the social goal.i is the-transfer of income from urban 
people to farni people, as is: the case in ‘both programs under consideration, | 


I 
a 
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many folks would prefer (including myself) that the éffects of such a’ transfer. $ 


„ be: ‘progressive. ‘rather: than regressive. Now where the tax structure is highly ` 
` přogressive, ‘as in the federal tax structure, the revenue collected under. At to. 


.. if total first costs were defrayed-by higher food and fiber prices, as would-be. 


the case. with „the -diversion. program, the incidence .of costs would fall most - 


chéavily ‘on low-income urban’ consumers, ‘The increased, food and fiber prices 


„under the diversion’ type program might be. ‘likened to’ an’ excise tax falling ~ 


equally i in ‘amount on all; but. disproportionately: heavily, on the poor,’ - = 
Thus, : ‘the low-income ' consumer finds that his income stretches further 
‘ under the. payment type: program ‘than under: the- diversion type. And “we 


find a basis for. favoring an income transfer from’ ‘city. tó, farm with progressive 
effects fully. as, compelling asthe concept of income parity. for agriculture. 
r We'could ¿discuss any number of other personal value judgments in ‘favor 
~of this- program. or that, but we’shall not,-for the time is’ short. Suffice’it to 
"say, my preconceptions'with regard to social justice coincide with- the objective 


ame 2 @ 


determination ` ‘of the’ supetiotity of the, payment’ program. ‘Thus, where: the : 
, unit of time under- ‘consideration is restricted’ to one year’and the alternatives, ~ ~ 
are limited. to the diversion ‘and payment programs, I: conclude that the ad- 


` -vantage rests with the payment program. Now if we were. to. consider: ‘such `- 


` clusion might'need to bé modified. Still. I-believe the essential difference be- 


‘established . in. this ‘one-year: period; namely, so long as: price support is 


‘tween diversion and- -payment- programs as income. support measures has been ~ 


“smandatory, | more food and, fiber products are- available for consumption v via’ 
= the pomar e than: with He diversion E — Ue 
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~_longer-run items as changes in the value of stocks and: storage costs, this con- rn 
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I should like to close on a different note. This meeting reminds me some- 
what of a group of doctors called in to discuss the case of a desperately sick 
man. But on arriving they found the patient fully recovered and out pitching 
hay. Not knowing what else to do, they proceeded to discuss his case. Now 
that consultation may have led to results ‘useful in other situations, but not 
in the case in question. So with the farm income problem, the changing world 
scene has forced a reorientation of-policy research in agriculture. The Chi- 
nese “volunteers” solved the farm income problem in the United States. Our 
problem henceforth, and for what duration I do not know, is that of marshal- 
ing our resources, which overnight became too few rather than too many, 
to produce enough of the things we must have to win a war of survival. 

I believe we will discover in groping toward a solution to this new problem, 
as in the case of the older income problem, that the real difficulties lie out- 
side the conventionally and narrowly defined limits of economics. If the 
war planners can spell out their food and fiber needs in a system of pri- 
orities, the allocation of. resources to produce those kinds and quantities of 
commodities is largely mechanical. The key and crucial questions then are: 
(1) how will the decisions be made as to what and how much to produce and 


‘ (2) will those decisions be politically acceptable? The creative thinking will 
` take place with respect to the organization of institutions in which decisions 


may be arrived at with regard to what commodities and in what quantities 
and how to induce farmers to co-operate with those decisions. 
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` PROCEEDINGS OF THE E AMERICAN ECONOMIC ASSOCIATION | 


ANNUAL BUSINESS MEETING, DECEMBER 28,. 1950: 
: PALMER. HOUSE, CHICAGO, ILLINOIS., P 


The- Ga) ‘third Annual "Business Meeting. of the Aneta “Eéonomic a 


` Association was called to- order at the Palmer House, Chicago, at 4:30 P.M., 


December 28, 1950. President Frank H. Knight presided. The meeting was 


well attended.. 
Thė minutes of- last year’s mitia aE been published i in the Proceed: 


ings, were not read, nor were the minutes of the Executive Committee meet- - 


"ings held during the year. The latter minutes appear in the Secretary’s Report, 


After brief introductory remarks by President Knight,.a summary-of the 


, Secretary’s Report was presented by Professor. J. W. Bell, who also reviewed’ 
' the financial operations and condition of the Association. ‘The Managing 


Editor of the Review, Professor Paul T. Homan, then described the work of `. 


the Editor and -the Editorial Board. The work of the ‘committees: of the 


Association was commented upon by the President, who referred -to their 
reports published in. the Proceedings. Professor John V.. Van Sickle, ‘who - 


attended the first conference of the Intérnational Economic ‘Association at 


Monaco, September. 10-13, 1950, as a’ delegate of the. Ametican Economic 

Association, presented an interesting account of those» meetings. 
Reports of the officers, of various committee activities, and of our repre-. 

sentatives to. the Councils and the National Bureau of Economic Research 


are printed in the Proceedings as follows: Reports of. the. Secretary (page 


_ 763); Treasurer (page 777); Finance Committee. ‘(page 781); Auditor (pagë 


RE) 


783); and Managing Editor (page 788). Reports of standing and special com- 
mittees: Publications, F. A. Lutz, Chairman (page 791);. Graduate Training 
in: Economics, Howard R: Bowen, Chairman (page 792); and International 


‘Co-operation, the LEA., Gottfried Haberler, Chairman (page-796). ‘Reports - 


of Representatives: American Council of Learned Societies (see Secretary's 
Report, page 772); Social Science Research Council (page 98); ; National 


` Bureau of Economic Research (page 800). 


“The-report of the Election Committee, and the certification of the election 
of. new ‘officers‘of the. year 1951 were presented’ by.the Secretary as follows: 


In accordance, with the plawi. on. election “procedure, I hereby certify the results of 


the recent balloting and ‘present the reports of the: Nominating Committee and the Com- . 


mittee on Elections. 


- The Nominating Committee, Sethe of Calvin. B, Hoover, Duke ‘University, Chair 


man, Howard R. ‘Bowen, University of Dlinois, Carter Goodfich,’ Columbia id omer : 
Elizabeth E. Hoyt, Iowa State College, Alfred Č. Neal, Federal Reserve Bank of Boston, 


Jacob Mar maana PERSAN presented to the Secretary the list of nominees for « 


r 


the anaki offices 
ene ee - For President 
p ^. Jobn Henry Wiliams 
“For Vice-Presidents ay _ |. For Executive E 
- Anne Bezanson a g 4 . Clarence Edwin Ayres 
Corwin D. Edwards ` nO R ne” ~ Jobn Bell Condliffe 
. Joseph John Spengler =. ' Albert Gaflord Hart + 


panid Home ‘allace 8, e eS Reid- 


4 ` 
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‘The’ Conme on Elections (Walter A. Weisskopf, Roosevelt Colleg e, Chairman; - 
Louis A. Keller, Lake Forest College, and James Washington Bell) aia biographical 
sketches of the candidates and ballots were- distributed early in November. The canvass 
of ballots was made on December 15, 1950, and the results were filed with the Secretary: 


From the report of the Committee on Elections, I have the following information : -> 
Number of envelopes without names for identification 1 
' Number received too late _ 60 
Number of defective ballots - i = 
‘Number of legal ballots 2,611 
` Number of returns from the mail ballot * 2 672 


On the basis of the canvass of the votes cast, I certify that the olovi persons have 
. been duly elected to the respective offices : 
` President (for a term of one year) 
John Henry Williams 
Vice. Presidents (for a term of one year) | 
Corwin D. Edwards 
Donald Holmes Wallace 
. Members of the Executive Committee (for a term of dees years) 
i Jobn Bell Condliffe $ 
Albert Gailord Hart 


After this announcement, President Knight “signed off” with a’ felicitous 
gesture and introduced President- elect John H. Williams, who responded with ~~ 
appropriate remarks. l 

. There being no further baies before the meeting, President Williams 
- called for the report of the Resolutions Committee, which follows: 


ae WHEREAS, The members of the American Economic Association, meeting in the Sixty- 
third Annual Meeting, December 27-30, 1950, in Chicago, Illinois, desire to record their 
gratitude; therefore be it j 
‘Resolved, That the Association extends its sincere thanks to President Frank H. Knight, 
who carried the full responsibility for formulating the excellent program, to those who 
- assisted him in the development of segments of the program, and to those who participated 
‘therein; and be it further . 
Resolved, That the Association extends its thanks to Professor James Washington Bell, 
a Secretary of the Association, and to his able and hard working staff; and be it 


er 
Resolved, That the Association extends its thanks to the officers and EE R of the 
, several associations concurrently meeting for the opportunity to share their interesting 7# 
/ programs, an opportunity enhanced by the excellent joint printed program; and be it 
' further 
Resolved, That the Association’ extends its dk to Mr. Charles G. Wright, of the 
Federal Reserve Bank of Chicago, and the very conscientious and capable members of 
his Committee on Local Arrangements, to the student volunteers of the University of g 
.Chicago, Northwestern University, and De Paul University, to’ the officials and staff of 
_ the Chicago Convention Bureau, as well as to the management and employees of the 
Palmer House for the excellent facilities and services provided for the members of the 
_ Association. 
; Henry L. Duncombe, Jr., Cearna É 
‘ - Robert W. French - 
_Morris.E, Garnsey 


“After the reading: of this resolution the meeting was adjourned. 
_ James WASHINGTON BELL, Secretar. ` 
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REPORT OF. {HE SECRETARY FOR THE YEAR 1950 


The Secretary’ S Report is presented in two. parts; na, the Minutes 
of the Executive Committee meetings, which, together with the Minutes of the 
Business Meeting, provide a record of official acts and activities of the 
Association, and the _Secretary’s comments on the operations for the year. 


-MINUTES OF THE EXECUTIVE COMMITTEE 


1. Minutes of the second meeting of the 1950 Executive Committee, Prince: 
ton, New Jersey, April 7- 8,19507 e o ~ 


` The second meéting Of the 1950 Executive Beatie was held. April 7-8, 1950, at 
Princeton Inn, Princeton, New Jersey. The meeting was called after luncheon on Friday 
‘ and adjourned Sam a afternoon. The following were present: President F. H. Knight, 
Secretary-Treasurer J. W. Bell, A. F. Burns, L. V. Chandler, R. A. Gordon, B. F. Haley, 
P. T. Homan, R: A. Lester, E. S. Mason, P. `A. Samuelson, and Clair Wilcox. Absent 
were P, H. Douglas and H. S, Ellis. Attending as members of the Research Committee 
were R, B. Heflebower, S. E. Leland, A. C. Neal, J. J: Spengler, and G. W. oe and 
as members of the Nominating Committee H. R. Bowen, Carter Goodrich, E. E. Hoyt, 
C. B. Hoover; and Jacob Viner, The following guests were invited to attend the sessions: 
Committee Chairmen Gottfried aga (International Co-operation) and Horace Taylor 
(Teaching -of Economics) and C. E, Odegaard (A.C.L.S.), Paul Webbink (S.S.R.C.), 
D. H. Wallace (N.B.E.R.), and Lionel Robbins (London School of Economics). . 

1. Minutes..The minutes_of the December 27 and 30, 1949, meetings were presented 
in galley proof and were accepted with minor corrections. 

-2, Presidents Remarks (F. H.'Knight). After introducing Professor Lionel Robbins, 

Charles E. Odegaard, and Paul Webbink, Professor Knight outlined briefly the topics in 
' this session’s agenda and called for reports of officers and committees. These reports were 
- not given in the order of ‘their appearance in these minutes but were shifted to accommo- 
date Professors Haberler and Taylor, who were able to ‘be. Sad at the afternoon 
meeting only, 
"i Report of- the Secretary” (J. W: Bell). Topics covered in this apoi were: member- 
ship growth and composition; size of printing; use of mailing list; information booklet; 
publication schedule, size, and probable cost of the Ros and Proceedings and. also 
of the supplement to the 1948 Directory. 

4. Report of the Treasurer and the Finance Committee (J. W. Bell). A brief summary 
was given of the financial condition of the Association, present cash balances, status of 
the investment holdings, financial results of the New York meeting, and later on: a sum- 
nT was added of the contingent liabilities now on/our records, >- 

5. Report of the Managing Editor (P. T. Homan): Dr. Homan reported that the. volume 
of acceptable manuscript had been declining and that rejections were peing made at an. 
unusually high rate. - 

Expenses for moving the. American Economic Review office to Los Angeles were dis- 
cussed and it was VOTED that the Treasurer be authorized to meet Miss Doris Merriam’s 
moving expenses to` Los Angeles and the return trip as well if this Proves to be ECSR: : 
Some expense of packing and moving files may also be incurred. 

Attention was called to the desirability of including on the card of inquiry which ‘the 
Managing: Editor sends to department heads an item concerning prospective retirements 
of professors. It was urged that an initial list be compiled for the December Review. ~- 

Prompted by å request that the Association provide facilities for making known to the 
economic profession translations of Russian. materials, sponsored by the American Council 
of Learned Societies, it was VOTED (a) that, through. intergsted and informed mem- 
bers of our Association, we Gall to the attention of the A.C.LS. translators and editors. 
selected Russian documents for translation and that (b), through our. Committee on 
Publications, we promote the republication or give appropriate publicity to- items of. 
ARA interest to economists that appear i in the current A.C.L.S. Russian 

est, ' 

A Reports of Standing Commitee: 

6a) Republications. Professor B. F. Haley Er Chairman of this onna sum- 
marized the sales results of. the four oire. dedy published and ‘the status. of the 
three volumes now under way. 

- During: the meetings, Prosident Knight announced the appointment of F. A, Lutz 
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as Chiman and Ac E Buris as the hd mente oft, Cont (J. W. Bell being’ 
a ve incumbent). This Committee become, in eff e Committee on Publications’ 
see 6 nae 
6b) Research (S. E. Leland). On EE T of this Comiti; it was VOTED n 
~to channel the publication of (a) the republication’ volumes, (bY the second: Survey of © 5 
Bry iat Mpg a volume,-and (cY the translation series under the direction of one >" > 
ch shall be known as the Committee on Publications. : r 
- The pae perta of translations of foreign classics has proceeded only so far as to explore - 
‘ithe possibilities of negotiating with Macmillan, London, to enter into an arrangement of 
- “joint sponsorship with our Association and an,Amierican publisher (with possibly joint 
“sponsorship -by the Royal Economic Society or the London. School si ee E in 
> -issuing Professor, William Jaffe’s, translation. of Léon Walras’ Elements: The Secretary has 
- been authorized to proceed with negotiations. -> ~ w 
: +s The Committee. received a request from Den Blair Stewart concerning the aninion i 
of Sombart’s Modern. Capitalism, The Committee does not recommend action. Reference - 
was: made to an Italian condensation of Sombart in one Mea also, to. the rumor ` . 
that about a thousand pages' ‘of Modern Capitalism have already’ been translated and’ are. N 
in manuscript. | n 
The ‘Commitice does not: Fenai translation of Stackelberg’s works (as it i is. alleged 
that most of Stackélberg’s contributions àre available jn others’ writings) nor is the: Com- A 
mittee ready to pass on Heckscher’s. Economic, History of Sweden, ee a 
` _ Attention was called 'to the S.S.R.C. -research project on economic behavior. It. is. ies DE 
lieved that research organized on an dates punary basis will prove useful if done onan A 
“appropriate scale'and if it is well financed. 
, -The Committee reports that Professor Haley is making satisfactory progress | ‘on the ~~ 
second Survey of Contemporary Economics. B 
z No funds have yet been obtained from foundations to. EER A the Survey or the 
“translation series. However, the Committee does not at ‘this time ask for A-E.A. funds:, ` ` 
. “The Committee has found~no lists of: economic foundations; research committees, - -etċ Re 
. (nor record" of funds spent on economic: research), ‘not’ readily available. in Rich’s T 
© Foundations, Harrison and Andrews, American Foundations in the Social Sciences, etc. > . 
óc) Teaching of. Economics end. the Training of ‘Economists (Horace Taylor). After i` 
reviewing the history of the activities of this Committee, Professor, Taylor : 
-'“the recommendations made at’ the’ December meeting, reminding. the group that the pub- `. 
lication of their report was authorized at that/time and reporting that with the exception -. 
- of four reports not yet: complete the volume is taking form -and will probably be-ready ;, 
for publication .as a supplement to ‘the September number. of ‘thé A.Z.R. -Iù „checking. > Ya 
deadlines, the timing was changed to the December number. The volume will contain 
some 180° to'200 pages and will cost an estimated $3,000 or $4,000. Since: the Committee’ >. 
has ae $200 unspent of the $800 appropriated, this leaves. a large contingent obligation: ga 
. to be met.. Ea 
The remaining four items of the ‘Committee's: recommendations were discussed and the aA 
following action taken: `. ae 
Item .2—VOTED to postpone action on establishing a pérmanent or sanding com. 
-mittee on educatiòn in economics. . 
- Item 3.—VOTED to establish an exploratory committee ‘of three on graduate EN 
in economics with broad terms of reference; namely, the need for`such a study, subjects ` 
+ which should be investigated, activities and plans of other groups Saged in such studies, `, 
costs and financial sources of assistance for such a ‘study. It is expected that this committee 
will be ready to report at the annual meeting ih December, 1950. Clerical and travel 
expenses for one meeting: were ‘authorized -up ‘to. the amount ‘of. $250. Dean Howard R. 
Bowen has. accepted the chairmanship ofthis committee and i is to ega other members . 
_ for appointment... > | - i l nE ¥ a 
| Items 4 and.5.—No action taken. oe eA 
`- 6d) Public Issues (S. H Slichter). Te: the oe _of Professor ‘Slichtey Donald’ E 4 
+ . Wallace reported that the Committee now. presses’ its, recommendation. that the statement ~~ 
. prepared by the Subcommittes . on Economic Stability be published and circulated. Since, . 
the December meeting, copies of the statement had -been ‘sent, to ’all members of the `; 
Executive Committee. and copies of an explanatory covering letter were passed: around tos.. D. 
members: present. £- 
It was VOTED to accept ‘the report and to authoiize its publicaton in the American > 
‘Economic Review, with explanatory’ -material, The Committee ‘on’ Public Issues ‘was: 
authorized to prepare 2,000“ reprints ‘and to circulate them to ‘interested parties, the - ' 
preparation involving cover design, title page, and publicity statement. If the unexpended 
balance of the ‘subcommittees’ appropriation proves insufficient o cover costs, an ow 
authorization s $200 was approved to o finance the projet: ; 5 
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o a was received from the second subcommittee (on international economic 
problems). : 

6e) International Economic Association (Gottfried. Haberler). “Professor Haberler, just 
returned from a meeting of the preparatory committee of the I.E.A. in Paris, reported that 
plans are now fairly complete for the first meeting of the Counci, scheduled to take 
place in Monaco on September 10-13, 1950, Professor Haberler was selected at this 
meeting to serve as ad interim president, to fill the vacancy created by the death of Pro- 
fessor Schumpeter. New officers and members of the Executive Committee will be selected 
at the September meeting of the I.E.A, and a conference will be held at which papers will 
be submitted on the subject, “Long-range Internationa] Balances.” Papers will not be 
read but will be available in the original tongue and will be the subject of discussions. 


Strong delegations of British and French representatives are planning to attend, and | 


Professor Haberler urged that an equally strong delegation be sent from the United 
States, Professor Haberler explained that UNESCO would contribute funds to defray a 
substantial part of the expenses but that further financial aid. would be necessary in order 
to insure the organization of the Association and to make the conference a success. It 
was VOTED to authorize a committee consisting of the ‘President, the Secretary, and the 
Chairman of the Committee: (Gottfried Haberler) to seek financial support from the 
Rockefeller Foundation. It is understood that a lump sum of $4,000 would insure a suc- 
cessful launching of the I.E.A, as well as proper participation in the conference by 
delegates from the A.E.A, in ‘the United States. Furthermore, it was VOTED to ‘double 
A.E.A, dues to the LEA. for the first year, our contribution amounting therefore to $400 
instead of $200; that the committee be authorized to explore other sources for funds 


if the Rockefeller Foundation help is not available; and that if no outside financial. 


help can be found, an appropriation up to the amount of’ $600 be authorized to meet 


6f) Honors and Awards (I. L. Sharfman). Two members will have to be appointed 
for six-year terms on this. Committee, to succeed R. T. Bye and F. B, Garver. Names 
were discussed but appointments have not yet been made. 

6g) Foreign Honorary Members (W. J. Fellner). A communication from W. J. 
Fellner submitted a panel of four names which had been screened from an original list 
of twenty-two names, The procedure in selecting these four was described in the letter. 

After consideration of the report, it was VOTED to elect the following economists 
foreign honorary members of the Association: R. F. Harrod, of Orford, England; J. R. 
Hicks, of Oxford, England; Mrs. Joan Robinson, of Cambridge, England; and Jan Tin- 
bergen, of Rotterdam, Holland. The Secretary was instructed to send invitations to these 
duly elected candidates. a 

It was suggested that the Committee be asked to present a considerable number of 
candidates from several countries and submit biographical sketches of these candidates for 
the consideration of members of the Executive Committee. ` 

6h) Academic Freedom (E. C. Mills). No. report was submitted by this Committee 
but several matters not coming within the terms of the Committee’s function were dis- 
cussed; e.g., the security provisions of the National Science Foundation and the University 
of California oath situation, Although the latter item was not deemed to fall within the 
province of the Committee on Academic Freedom, it was VOTED that Professor Gordon 
keep President Knight informed of events and that the President, at his discretion, draft 
a letter to circulate to members of the Executive Committee for their approval and 
signatures, the letter to be transmitted to the appropriate officials of the University of 
California as an expression of the signers’ judgment based upon the known facts. 

61) Nominating Committee (C. B. Hoover). After dinner the members of the Nomi- 
nating Committee (C. B, Hoover, Chairman, H. R. Bowen, Carter Goodrich, Elizabeth 


~ 


Hoyt, A. C. Neal, and Jacob Viner) convened with the Executive Committee to consider . 


nominations for the president of the Association for 1951 and for representatives to the 
Councils. After discussion of a panel of names submitted by the Nominating Committee, 
there being no names added by members of the Executive Committee, members of the 
Electoral College proceeded to ballot for the office of president. This being completed, 
F. H. Knight was elected as our representative for the four-year’term to the A.C_L.S. 
„and T. W. Schultz for the three-year term to the $.S.R.C. Names under consideration by 
the Nominating Committee for the office of vice-president and:for the members of the 
Executive Committee were submitted and discussed. It was VOTED to announce the 
slate of nominees in the June number of the American Economic Review. 

7. Old Business. . 

Several items of old business were discussed but without formal action; e.g., what to 
do about statements by economist propaganda groups which are or may be interpreted 
as representing the views of the profession; the publication of a list of private economic 


inatitiitea hnarde. fonndations. and committees The ad koc committee to study and . 
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nett on the saute editorship .of the Review has not yet been constituted but some 
apo are being made, f 
8. Reports of Council Members. 

‘No new developments were reported by our representatives. The presence of Messrs, 
Odegaard and Webbink from the A.C.L.S, and S.S.R.C., respectively, enabled many of 
us to make direct contacts with officers of these Councils. It was VOTED to refund 
traveling expenses of our Secretary to the January, 1950, meeting of the A.C.LS. 

9, New Business, 

The Secretary was ‘instructed to return funds which future donors contribute to the 
defunct Committee on Aid to Foreign Scholars for their distribution. 

- The balance of the meeting was devoted to’ the consideration of the program ane 
arrangements for the annual meeting to be held at the Palmer House, Chicago, December 
27-30, 1950. Mr. Charles G. Wright, of the Research Department- of the Federal Reserve 
Bank’ of Chicago, has been appointed Chairman of the Local Arrangements Committee. 


- 2. Minutes of the Christmas meetings of the Executive Committée held in 
‘Chicago, Ilinois, December 26 and 30, 1950: ; 


The third meeting of the 1950 Executive Committee was held at the Palmer House, 
Chicago, December 26, 1950. President Frank H. Knight presided. Others present were: 
J. W. Bell, A. F. Burns, L, V. Chandler, H. S. Ellis, P. T. Homan, R. A. Lester, E. S. 


Mason, Clair Wilcox, and.J. H. Williams. Absent were: P. H. Douglas, R. A. Gordon, — 


B. F. Haley, and P. A. Samuelson: 

-~ The first meeting of the 1951 Executive Comme was held on December 30, with 

oe PE members present: J. H, Williams, presiding, J. W. Bell, L. V. Chandler, 
S. Ellis, A. G. Hart, F. H. Knight, P. A. Samuelson, and D. H. Wallace. Absent were: 

F, Burms, J. B. Condliffe, P. H. Douglas, C. D. Edwards, R.-A, Gordon, and P. T. 

Homan. Also attending, as guests, were: S. E. Leland, F. A. Lutz, J. J. Spengler, and 

J. V. Van Sickle. 


The account of the proceedings given alow does not follow the chronological 
order of business but treats the sequence of items as they were listed on the agenda. 


1. Minutes. The minutes of the April meeting were approved as corrected. 

2, 3, and 4. Presidents- Remarks (F. H. Knight); Report of the See ee 
(J. W, Bell). After introductory remarks by the President, Professor Bell presented a' 
review of the activities of the year and a report of the financial operations and condition 

‘of the Association: Reports of the Secretary, the Treasurer, the Finance Committee,- and 
` the Auditor may be found below. 

It was VOTED to approve the action of the “President and Secretary in increasing 
the original printing from 2,000 to 2,500 copies and of ordering an additional 2,000 of 
the report, “The Problem of Economic Instability. 7 

It was VOTED to authorize the Secretary, in consultation with the President, to permit 
the use of the Association’s mailing list for commercial purposes. 

-It was VOTED to authorize the Treasurer to write off the item, “Fund fot Proposed 
Secretariat,” for $35.00, from our asset account. 

The Treasurer was ‘authorized by’ VOTE to add one more member to the Finance 
Committée. ~ 

A VOTE of appreciation was ordered transmitted to David Himmelblau and Company 
for services rendered in auditing the books of the Association and an expression of thanks 
was also VOTED to members of the Finance Committee. 

The Secretary was authorized by VOTE to arrange social security coverage for the 

. office staff of the Association. 

oo VOTED to eee the salaries of Gertrude Tait and Doris Merriam $250.00 
ann 

5: Report the ere Editor “of the Review (P. T Harani: After reading his 
report, Professor Homan presented a budget for 1951, which was approved by VOTE. A 
panel of names was discussed, from which two members. of the Editorial Board—Milton 
Friedman and L. G. Reynolds—were selected for three-year terms, to succeed G. J. Stigler 
and F, H. Harbison, 

The list of, prospective retirements authorized for publication in the ig number 
of the Review will appear in the March issue. 

6. Committee Reports. j 

ay Publications (F. A. Lutz). Professor. Lutz reviewed the financial vents amna 
“by The Blakiston Company one the year’s operation with respect to printings, sales, 
and inventory of Volumes [-IV 
rary Economics. He reported that Volumes V and VI of the series are in press and 


e republications series and the Survey of Contem F i 
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Volume VIL is still in the early Ges of preparation; that the co-sponsored volume on 
The Scope and Method of Economic: History has not yet materialized; and the progress 
_ on the Survey, Volume II, presages its appearance sometime late in 1951 or early in 1952. 

Volume I of. the translation series, namely Walras’ Elements d'Economie Politique Pure, 
‘will in all likelihood be completed sometime during the year, Publication arrangements’ 
for this and subsequent volumes of the translations series were’ discussed at a meeting 
with the Blakiston representatives: but no contract has been drawn up. 

6b) Research (S. E. Leland). Dean Leland announced: that a eanditional grant of 
$8,000 had been promised by the Carnegie Corporation which with the $2,000 appropriated 
by the Association will provide the $10,000 needed to publish Survey Volume TI. 

It was VOTED to authorize the President or the Secretary to express to, the officers of 

the Carnegie Corporation the Association’s willingness to accept and disburse the grant 
of $8,000 for financing the preparation and publication of the Survey of Contemporary 
Economics, Volume I. It is understood that the. advance made by the Carnegie Corpora- 
tion will be recouped from the sale of this volume and that the Carnegie Corporation 
will have a prior claim on the proceeds from sales. On behalf of the Association, the 
Executive Committee thanks the Carnegie Corporation ‘for this advance and the con- 
fidence implied in the worthiness of the project and our ability to make it a successful 
` venture. 
. Dean Leland reported that Volume I of the projected translation series is going ahead 
according to plan and that a second volume, namely, Pareto’s Manuel, is being investi- 
. gated. The translation of Pareto, together with.an introduction and critique, may at -the 
same time serve as a Ph.D. dissertation. Hence no. translator’s royalty would be involved. 
Other proposals have been studied “but action is withhheld pending results from the frst 
two volumes. 

6c) Public Issues (5. H. Stichter). A report from Professor Slichter was read, calling 
attention to the conclusion of the work of the Subcommittee on Economic Stability. He 
discussed at length the difficulties involved in compiling a satisfactory mailing list for the 
free circulation, of the. report. The fund contingently provided for the distribution of 
2,000 copies has not been utilized, and it was not clear what intracommittee allocations 
had been made. Therefore it was VOTED to appropriate an additional $100 to the Com- 
mittee on Public Issues, earmarked for the purpose of distributing 1,000 copies of the 
“Problem of Economic Instability,” which number of copies the Secretary was asked to 
hold for this purpose. 

6d) International Co-operation; the ILEA. (Gottfried Haberler). Copies of the report - 
were received and distributed. An oral report on the Monaco meeting was presented by 
Professor John Van Sickle at the Business Meeting, Future plans and commitments are 
to be discussed at the spring’ meeting of the Executive Committee, The Treasurer reported 
that no part of the sum of $400 voted as our contribution to the LE.A. for the first 
year had been requested, nor was it necessary to spend any part of the $600 set aside 
for travel expenses of our delegates to the Monaco meeting, owing to the fact that we 
received a grant of $2,000 from’ the Rockefeller Foundation for the purpose of assuring 
` adequate representation at that EA - 

6e) Honors and Awards (L L. Sharfman). No report has been submitted, but a 
communication from the chairman indicates that the Committee, is active in preparing a 
report for the April meeting. 

6f) Foreign Honorary Members (William Fellner). The- Committee is engaged in enlarg- 
_ing the panel of names and me have a report to submit at the April meeting. 

6g) Academic, Freedom (F. C . Mills). No matters have been submitted to this Com- 
mittee for its consideration in 1950. 

The California loyalty oath situation was discussed, but no formal action was taken. 
Professors Ellis, Mason, and Wilcox were delegated to draft a resolution expressing the - 
sense of the members present which is to be communicated to E, S, Shaw, R. A. Gordon, 
and the acting chairman of the Department of Economics at Qalifornia and to Dean Neil 


acoby. 

óh) Teaching (Horace Taylor). The report of this. Committee, appearing as a supplement 
to the December number of the American Economic Review, represents work which has 
materialized during. the past five years of activity on the part of- the Committee and the 
eleven subcommittees. With this report at hand, it was VOTED to icharge the Com- 
mittee, with thanks. 
_ A communication from .Professor Taylor was read, asking fedonsidenation of points 4 
and 5 of the committee report of a year ago (see Papers and Proceedings, May, 1950, ` 
page 623). A vote was taken to invite Horace Taylor and Howard R. Bowen to appear 
before the Committee to answer RRE and i me renee one but this 
vote was rescinded: l 


A 
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; Money seal: for the expenses- of the Committee on Teachiig Dente to $1, 200 | rA 
. over the five-year period has now been spent except for e balance of $174.17, which was. ; 
refunded by Professor Taylor, The: expense of the publication. of the- monograph on- `. ` 
teaching (amounting to about $3,500) was- authorized by separate vote last year, `. am 

- 6) Ad Hoc Committes on Graduate Training in Economics (H. R. Bowen). The report Hey 
`of this Committee was considered, and accepted. Professor J. J. Spengler described the-:, ~ 
activities of ‘the. S:S.R.C. which deal .with recruitment and the, education’ of social scien- ` 
tists. Ikeda d Ml Se Ee Dr Joseph H. Willits to the April meeting tg discuss . 

. ‘both the teaching:and the graduate study reports. Beco 

6h) Ad’ Hoc Commities to Select New Managing Editor (F, H; Knight). On recom- >, | 

eng er of. the’Committee, it was VOTED to appoint Professor B.. F. Haley as Man- 

« aging Editorof the American Economic. Review for a three-year term, accession to the . 

fio beginning one year hence. `` A 

Í ei Nominating (J; H. Williams). The following names were ‘submitted by Professor 
Williams as members of-the: ‘Nominating: ae to. make had e slate of at year’s 

-. officers : H. S. Ellis, California, Chairman, K.R, Bopp, P elphia, - G. R Ae Nae 
Toronto, C. P. Kindleberger,’ MILT, L. A, Metzler, ae d W.H. Nicholls, V: 
bilt, Th e suggestion ‘of names met’ with approval: L a 
~ 7. Reports of Council Members. ` ' (53 

Pa etter (F. H. Knight). A brief oral repo sis mode, Tk ‘was’ VOTED “to. invite’ a 

G. J. Stigler as alternate at the meeting of the ACLS a at Rye; New York, January 25-26, ` 
ee Professor Knight will be absent in Europe at that, time. Travel. expenses of the 
* Secretary were approved. - ` 

7b) S ISRC. H: A. Innis, G. W ; Stocking, J. a Spengler): A, report was ‘submitted * l 

by J. J. Spengler. This report is printed’ below.” i 
7c) NBER. (D: H. Wallace), No report was. presented but one was later. received for 

publication. It appears below. . -> 

` B. Annual Meeting: The fotoing votes were taken with espert to tiime arid pla of mooo 
future meetings Keat 

` 1953 E riskiness: D. C.--Statler. Hotel- héadain. i 

“ot 1955 -New York, New York—Hotel Commodore and: Grand Central ine hotel 

‘The: action regarding the 1955 meeting was taken previously but was reconsidered in.the’ 

light of the request -from the A.A.AS. that we release these hotels and take up their 

` reservations in the Penn:Zone and it was VOTED not to change onr plani. E ; 

9. New Busthess. / 

- 9a) It was VOTED to hold the spring meeting of ihe Executive Committee at Princeton 

` Jnn, Princeton, New Jersey, the first or second: week-end of April, - 

: 9b) It was VOTED to authorize the Secretary and Editor of the Papers and Poud 
. ings to publish this volume in two; parts if he deems it advisable to publish Volume I s 
at an early date and Volumé II after the. peak load at the printers be bea oust 

9c) It was VOTED to authorize the y at his discretion to mail reer a 

l membership, qia bilis and the program, ballot ma ete, Ee 


- ACTIVITIES AND OPERATION. Sa 


"Annual. M éetings. In keeping. with the policy of co-operating with allied 
social science: associations while at the same time. recognizing the special ` 
~ interests of individual societies, we have this ‘year made independent arrange- ©, 
_,ments to meet at the Palmer House, Chicago, and to present our own program. f 
We have attempted to follow the ‘plan announced two years ago and described. 
at the Business Meeting last year. (see Minutes of December.29, 1949): Eight. 
associations decided to meet in Chicago and joint sessions have beet gy 
_- with six of these—principally ‘with the American Statistical Association, the . 

' American Finance Association, and the. Econometric Society. Several associa- ` 

tions are scheduling théir,annual meeting at other seasons of the year (e.g, ` a. 

‘American Farm Economic: Association, American Sociological Society); but ~~~ 
~ some’ of them are sponsoring special sessidns with us at this time. ‘Twenty-nine 

sessions have been _arranged ' on our program. and we are assuming responsi~ 

“bility for ua The = meetings are therefore as nore Dat more | 
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“limited than the over-all joint sessions held every third year, and the prob- 
„lems of local arrangements and publication outlets for papers are about as 
_ pressing at ‘independently arranged meetings as at the joint meetings. Next - 
~. year we plan to meet at the Statler Hotel in Boston on an independent basis 
‘ and-in 1952 an ‘over-all joint session is scheduled ' in Chicago,. with’ the 
Stevens Hotel as our headquarters. An over-all meetirig of the same type is - 
planned for. New ‘York!City in 1955. Independent meetings are planned for 
, 1953 (in Washington, D.C.) and 1954 (placé not yet selected). ‘ 
Membership. Our membership continues to grow. A net addition of 305- 
members and 57 subscribers during the past year now gives us 6,936 members - 
and. 2,543 .subscribers, Including complimentary ‘subscriptions, we have a 
~ total of 9,514 names on our mailing list. (See.1948 Directory, page 314, . 
for. charts showing figures for 1886 to 1948 and Exhibit II below of the ’ 
Secretary’s Report for a breakdown showing changes in regular, junior, 
. family, complimentary, life, and honorary memberships. ) 
It is not known how many. economists theré are in the United States but 


rough estimates’ can be made. The National Roster on’ December, 31, 1945, ` 


p listed some .7,349 formally trained economists AS; registered, of which 6, 188 
-were males and 1,161 females, with a median. age of 35.7 years. Of this total, 
1,642 had PhD. " degrees, 1 923 master’s, 3,133 bachelor’s, and 651 others 
without degrees. A current “y oint Directory. of Higher Education,” compiled 
from university and college catalogues (unpublished) , contains the names 
of 4,003 persons teaching ‘economics exclusively, 1,085 teaching‘ economics.: ` 

` and other social sclences,-and 887 teaching social sciences in general. A spot 
check of the 1948 “Directory seems to indicate that hardly more than half of 
our members are in the academic profession. It is safe to conclude from this. ' 
evidence, therefore, that- there is still latitude for continued growth in our 
membership—not oe on ae increase in the pepe? A economics as 
"© afield of interest... ' 
We now print 10, 200 copies re our. publications—an i increase of 400 over 
last year. The margin of extras to be absorbed by the detnands of new mem- ' 
bers and the growth of subscriptions and sales is not liberal, but we can depend 
upon repurchase of out-of-print numbers to satisfy urgent demands. =. 
Geographical ' Distribution. No. ‘significant changes in the geographical 
" distribution of our members and subscribers has occurred during the past few 
. years. Concentration of-our membership is still heaviest inthe northeast, north 
| _ central, and central states: Foreign members and'-subscribers continue to 
, increase. The growth of South American. subscriptions and memberships has 
slowed down considerably. (See Table V inthe 1948 Directory, page 317, for . 
geographical distribution ‘of members - and subscribers fòr selécted years, 
' 1933-48, and ‘Papers ‘and Proceedings, u. 1945, page 460,’ for previous 
years, back: to 1919.) ` ‘ 

“.' Publications. The status of the American Economic Review and the activi- . 
ties of the Editorial. Board.are covered in the report of the Managing Editor. : 

The Papers and Proceedings again appeared in very substantial.size. Every 
_ effort was;made to prepare and publish the. 650-page volume for April mail- 
: ing, but. ve R e unable, to complete the job in time and it agait 
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appeared in May. The “Proceedings” section, containing minutes and Seite 
(pages 588-634), was reprinted under separate cover and distributed to off- . 


cers of the Association and to others on request. The total cost of printing- | 


the volume. (10,100 copies) was $9,684.76. We are considering the feasibility 
of issuing the Papers and Proceedings i in two numbers: Volume I containing’ 
the. ‘proceedings and a selection of papers of timely interest which are ready 
for early processing, to appear in February, March, or April, and Volume I 
containing the balance of the papers presented at the annual meeting, to be 
published in July’or August, when the peak lodd at the printers has passed. 

A 42-page Supplement to the 1948 Directory was prepared during the spring ' 
and was mailed ‘in July to all members and subscribers. This supplement 
contains the names ‘and questionnaire sketches of all new members added to 


e 
2 


our rolls between June-16, 1948,.and November 1, 1949. We are planning to ` 


issue a supplement containing only names and addresses of new members some 
_ time during the ensuing year. Our proposed schedule involves publishing .a 


- handbook of names and addresses only for all members and subscribers i in — 


1953 and, a revised (seventieth ey, directory of the “who’s who” 
_ type in 1955. ~ 
= The usual information booklet, describing the purposes and activities of the 
Association and the character of its -publications, was re-edited and: dis- 
tributed to officers and prospective members and others interested. 

` Photographs of past Presidents Ellis, Adams, Taylor, and Gay spe 
as frontispieces in the Review this year. The: usual biographical sketches ap- 
peared on the back of the frontispieces in the’ case of deceased presidents. 
- Interest in the section of the Review devoted to the announcement of vacan- 
cies and.applications for positions has not increased’ during the past year, 
but we still consider it worth while carrying this section. We also consider 
it a useful service to conduct an Employment Register at the annual meeting ` 
where announcements of applications and of vacancies are posted and oppor- 
tunities for individual interviews are provided. 

‘An innovation appearing for the first time. in the, March number of the 
Review is the announcement of prospective retirements of professors of. eco- 


ee 


we 


i 


. nomics whose terms expire in June, 1951. It should be understood by our ` 
members that this information is sought a us and is not Renee’ by those . 


retiring. 
~ Committee Activities. 

Committee on Publications (F. A. hate Chairman). 
`a) Republication Series. The sponsorship of these volumes has maa very 
_ satisfactory. Reprintings have been made of all of the volumes so far issued 
and profits have resulted. (Up-to-date figures are on file in the Secretary’s 
- office.) Volumes V and VI are nearing completion and progress is being made 
‘on Volume VII. There has been some delay in the preparation of the- ‘volume. 
on the Scope and Method of Economic History, cosponsored by the Economic 
‘History Association, but the first stages of selection have been accomplished 
. and the ad hoc committee is still active. The republication idea.is spreading. ` 


New, privately initiated volumes of readings are appearing, and more. are 


— 


3 being announced. 
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5) Survey. of Coneis Economics, Volume II. No recent report | of 
the status of this volume has been received from .B. F. Haley, Editor, but 
we have reason -to believe that-all ten authors of chapters will have completed 
their first draft on schedule by February i,-that these will soon thereafter 


‘be sent to critics and returned so that final copy, with critics’ comments, will 


be in the Editor’s hands in June. The volume will probably be out early in 


- 1952. The: Committee on Research has taken an active part in the develop- - 


. ment of this volume and has succeeded in getting outside financial aid in 


meeting the initial costs ofits preparation. - 

c) Translation Series. A new series of trarislations of foreign cities was 
authorized last year (see Papers and Proceedings, May, 1950, page 593) and 
negotiations have been concluded with Professor William Jaffe to prepare 


Leon Walras’ Elements d'Economie Politique Pure as Volume I of the series. ` 


Professor Jaffe has been released from a contract which he had negotiated 


with a foreign publisher and we have entered into an agreement with The 


- Blakiston Company to publish this volume under our sponsorship. It will be . 


ready for the press sometime during the year. The translation of Pareto’s 
Manuel has been recommended by the Committee on Research and other 
items have been suggested but the Committee advises withholding action an 
new proposals until we can appraise our experience with the first two volumss. | 

Committee on’ Research (S. E. Leland, Chairman). The Committee is con- 
cerned with the preparation of Survey Volume II’ and the translation series, 


-` upon which brief reports are made ‘above ‘under the Committee on Publica- `` 


tions. 


Commies on Public Issues (S. H. Slichter, Chairman). The report of the , 


' Subcommittee on Economic Stability (D. H. Wallace, Chairman) was pub- 


lished as a ledd article in the September number of the American Economic 


-~ Review, Two thousand reprints authorized at the April meeting of the Execu- 


f 


tive Committee was augmented by 500, since this printing was bespoken by 
orders on hand and 25 free copies to authors. Another 2,000 copies has been 
printed on the responsibility of the Secretary, since no reserve was left from 
the first printing for the purpose of supplying circulation to a free mailing . 
list for which a $200 appropriation was made. Orders are still coming in and 


this second printing may be exhausted before the proposed mailing list has 


been compiled. (Financial status of the Committee on Public Issues shows 


' that the funds allocated to this subcommitteé have been practically exhausted ` | 


and little will be available to shift to the use of the other subcommittee.) 
“No report has as yet been received from the’ Subcommittee on Interna- 
tional Economic Policies (P. H. McCracken, Chairman), although we under- 


_ Stand that. several preliminary statements have beerf drafted. ‘After a recent 


meeting the composition of this committee was changed. F. W. Fetter. resigned- 

and Gottfried Haberler and L. A. Metzler have been added. di 
Committee on Teaching (Horace Taylor, Chairman). The final report of this 

Committee, consisting of reports of most of the subcommittees, appears as a 


' 240-page supplement to the December number of the Review. The estimated 


cost of 10,200 copies of this volume is $3,523.14, to: which should be added 
$85.00 excess cost for wrapping separately and tying. The volume was ably 
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edited’ by Professor Taylor. Since. it represents work now completed, it would” 
be appropriate to discharge the Committee with an expression of appreciation... - . 
. As an. offspring of the’ Committee’ on Teaching, a new exploratory com~ a 
' mittee of three members was established in April, 1950. This Committee is ^ ° = 
called the Committee on Graduate Training i in Economics: H. R. Bowen, 
Chairman, G. L. Bach, D. G. Johnšon, and I L. ‘Sharfman. The Committee was ; 3 
asked to examine on the need for and character of such a study, and to report . 
at’ the’ December ` ‘meeting, 1950. The sum of $250 was authorized for ex- 
\ pénses; The report, has been submitted and is printed below.) © ios 
:, Committee on International Co-operation; the LEA. (Gottfried Haberler, 
“Chairman). A report has been submitted. by- Professor Haberler, covering the- 
Monaco meeting of. the I.E.A., September 10-13, 1950, and’ outlining plans, | 
‘fot the 1951, program. It is expected that one or more representatives ‘of the. 
` A.E.A. (Gottfried Haberler, J. V. Van Sickle, Wassily Leontief, and Hal Lary 
atterided) will present an oral report o the annual meeting | Friday; Decem- 
ber. 29 at the Palmer House.. >` . T a 
| The topic for next year’s meeting has been announced as “Monopoly and 
. Competition”, and Professor E; H. Chamberlin has been selected, ane 1 
the program | committee, a 
- The ‘expenses of ‘our delegates to the Monaco meeting were defrayed in. 
‘part by -a $2,000 grant from the. Rockefeller Foundation. We greatly appre- ` 
"ciate this: financial aid, since it made ‘possible .the attendance of two of the 
` delegates who would: not otherwise have been able to participate. l Ki 
Committee on Honors and Awards (I. L. Sharfman). Two new members’ 
have been selected to fill. the terms of Raymond T: Bye and Frederic B. + 
.. Garver, deceased; namely, N. S. ‚Buchanan and Fritz Machlup, whose terms 
- therefore run through 1956. (Other members: C.. B. Hoover, I. L. Sharfman;, 
- 1952: G. L. Bach, E. S. Shaw, 1954.) The duties of this standing committee 
are continuous. They; will, for instance, be expected to submit recommenda- = i 
tions 'during the year “for the J. B. Clark award, ‘which will be made in 1951. 
Also, the 1952 F. A. Walker award will soon call for their attention. ©: af ž 
Committee on Foreign Honorary, ‘Members (William Fellner, Chairmañ).- 
| We still. ave a half dozen vacancies before the quota of honorary members is 
filled. The Committee'has. made somé progress in. screening names of poten- es 
. tial candidates and’ has submitted a list for‘ broader consideration, "The next 
step- involves enlarging the list and supplying brief biographical sketches. 
. Committee on Academic. Freedom (F. C. Mills, Chairman). No new cases - 
involving academic freedom have: materialized ‘during -the current year- and 
nọ report has been received. ~ i 
` Nominating Committ8e. The President-Elect. has been notified that it is his EA 
-responsibility to appoint a Nominating Committee to propose a slate for next .. 
year’s officers. a 
Ad Hoc Committee on “Appointment of Herne Editor (F. H. Knight; a 
Chairman), (See Minutes of the Executive Committee apie: of December, ka 
' 1950.) . P ey eos 
~ Reports of Council Remains ' 1 ' oe a 
American. Council of Learned Societies (F. H. i, Knight). Professors. Knight 
and Bell attended the mectings ‘of the. A. CLS. at. Westchester Coúntry C club, 


atten, 
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Rye, New York, Jany 25- 27, 1950. The ‘principal matters discussed at 
_ the Council meeting, other than the usual reports, concerned the relationship 
į - of teaching and research, aiding the: progress of scholars, and. planning the 
activities of the-A,C.L.S.,-with particular reference to the ensuing year, 
_~ :'The'Conference of Secretaries (one. meeting joint’, ‘with ‘the Board of Di- ` 
`. rectors-of the Council). devoted’its ‘sessions to the discussion: of the problems : 
and policies characterizing the activities of the several societiés during the . 
_ year which were of general interest. to-all membérs. Mr. Bell presented the | 
results of an analysis of current: financial. statements and the desirable form 
_ of the.treasurer’s report to executive boards. Problems of placement and the 
assessment and utilization of manpower and special problems arising out of 
- current retirement policies also, received attention; with Mr. J. F. Wellemeyer 
leading the discussion. Policies and procedures involved in making the Ful- 
bright awards were discussed. The problem: of disposing of back stock of 
nonperiodical publications prompted the suggestion that Mr. H. "M. Silver, 
_ Jr., of the Council staff, survey the feasibility of miméographing a union list 
of such items for distribution from his office. Mr.’ Silver reported at a later , 
~ date that, such a project is not feasible. The methods of electing | or appointing. 
"properly qualified delegates to the. Council were re-examined i in ‘the light of ` 
- the specific recommendations. voted by the Conference of Secretaries in 1934. - 
The present officers (J. W. Bell, President; Ww. M. Parker, saree were 
re-elected for the coming’year. . 7 
` Social Science Research Council (J.J. Spengler G. W. Stocking, H. A, 
. Innis; T. W. Schultz succeeds J. J. Spengler in 1951). A. report ‘of the activi- >- 
ties of this’ Council during the past year is printed below. 
National Buréau of Economic Research (D. H. Wallace). With the Director 
of tke National Bureau on the Executive Committee, as well as our representa- 
tive, we are kept in Close touch with the activities of ‘this research iced i 


dion. Professor wae S report appears below. . Pa 
; Gee. ee. a be wee Sa 
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` Committeès Appointed During the Year ` 


Caminiitèe on Elections aan ‘International Economic Association 
\ Walter A, Weisskopf, one Representatives te 
’ Louis A. Keller a a a: Gottfried Haberler ~ 
James Washington Bel ~ ` Howard S. Ellis | l 
Committee’ .on „Foreign Honorary: . John H. Williams 
Members - - =.. John V. Van Sickle” 
William Fellner, Chairman. í Committee- on Publications 
James W. Angel - `: > > - Friedrich A*Lutz, Chairman- 
Norman’ S. Buchanan a Arthur F.. Bums `- 
_ Wassily W, Leontief. © © ~~ James Washington Bell- - 
`“ Committee to Select New Editor. . Committee on Graduate ‘Training in 
- Frank H. Knight, Chairman i _ Econoinics. pr 
Howard’S, Ellis - = - ,- Howard R. Bowen, Chairman 
- Paul T. ‘Homan | E Cocoy DE Sharipan oo 
_ + Jacob'Viner > > e "George L. Bach Coca a y w, 


‘James W: Angell e D. Gale Johnson 


a 
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‘ 


| Nominating Cominittee | Committee on International, Economic 


Calvin B.. Hoover, Chairman Policy 

` Jacob Viner 3 ~ Paul W. McCracken, Chairman =` 
Elizabeth E. Hoyt © > Gottfried Haberler 
Carter Goodrich, ° l ©- Klaus E. Knorr - - 
Howard R. Bowen © 0 Pal T. Elsworth >> | 

- Alfred C. Neal a Lloyd A. Metzler ` j 


Members reading this report may be interested in the composition of two ` 


other committees not appointed by us but selected from our membership: 


An Advisory Selection Committee for Fulbright Awards. was appointed - by” 


_ the- Conference Board of Associated Research Councils as follows: Carter 
Goodrich, Columbia University, Chairman; John H. Cover, University. of 
Maryland, Vice-Chairman; James Washington Bell, Northwestern Univer- 
sity; Ralph A. Young, Board of Governors of the Féderal Reserve System; ’ 
George W. Stocking, Vanderbilt University; Paul M. O'Leary, Cornell. Uni-, 


versity; Charles F. Remer, University of Michigan; and Ben W. a 


Oberlin College, 

The Educational Testing Service selected the following for thelr Com- ` 
mittee for the ‘Advanced Test in Economics for the Graduate Record Exam- 
ination: Joseph. J.. Spengler, Duke University, Chairman; Clark L. Allen, 
Florida State University; Kenneth E. Boulding, University of Michigan; 
- Mary Jean’ Bowman, Lexington, Kentucky; and Ben W. Lewis, Oberlin 

: College. 

A Committee on he Mathematical ‘Training of Social Scientists, consti- 
‘tuted by the Mathematical Association of America, the Institute of Mathe- 
matical Statistics,/and the Econometric Society, invited our Association .to 


| 


- nominate representatives: Paul A. Samuelson, Massachusetts Institute of Teche p 


nology; O. H. Brownlee, University of Minnesota. 


- Representatives of the Association on Veno Occasions . >~. 


International Economic Association, September 10- 13, 1950, Meeting at 
Monaco -> - 


Gottfried Haberler , John V. Van Sickle 
‘Wassily W: Leontief i Hal- B. Lary 
Diamond Jubilee of Kouna of Brigham Young University : 
A. Smith Pond 
l KEREI for Presentation of University Charter of Saint Bonaventure 
University : 4 3 
James L. Hayes . ` as 


Dedication of Science Hall, Incarnate Word College . 

George B. Kohnen " 
Convocation nance the Centenary of the Founding of the Univer 
sify of Dayton 

Thomas F. McManus . 
Inauguration of University and College P: Presidents: 

Wiliam Carrington Finch, Southwestern oR 
L.. À. Merzbach _ a 


‘ 
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Paul Marsh Pitman, College. of Idaho 2 rs 
Wendell L. Bollinger l 

John Christian, Warner, Carnegie Institute ‘of Technology: 
Marion K. McKay l 

Gordon Gray, University of North Carolina 
Calvin B. Hoover i ee 

Louis Linden Madsen, Utah State Agricultural rors . 
. Dilworth Walker 

A ‘Harold Wayland Tribble, Wake Forest ‚College 

Lloyd B, Saville ` i g 


C) oe Use of Mailing List - 


The use of our mailing list to send the materials indicated was granted to the 
following: 
Swift & Company: Their Year Book 
Citizens Committee for the Hoover. Report: Pamphlet, “Students aid thè 
Hoover Report” ; 
University of California Press: Announcement of Business Cycles in Selected 
Industrial Areas, by Neff and Weifenbach 


| Federal Council of Churches of Christ in America: Their Information Service 


Institute of Life Insurance: Graphic Facts Chart; ~1950 Life Insurance Fact 
Book 


- M. W. Drexler Book Company: Their Griese 
National Association of Secondary-School Paape: Information about Á 


College Course in Consumer Problems ‘ 
Cambridge University Press: Announcement of The Distribution of Consumer 
Goods, by James B. Jeffreys 


Public Affairs Institute: Their studies 


Princeton University Press: Announcement of Coals ‘Commission ie 
Economic Aspects.of Atomic Power - 
Council on Foreign Relations: Announcement of The Economics of Freedom, 
by Howard S. Ellis — ae 
* * * k 
Te is with-regret that the names of the following persons have been re- 
moved from our active aa list, notice of their deaths ii been 


- received during the year. 


Sister Mary Elise \ Lessing Rosenthal (Life Moinbet) 

Frederic B. Garver > _. Algie M. Simons 

Jobn M. Glenn poo .- Janet R. Suhdelson 

Emory R. Johnson - Francis Walker. 

Harold Kelso ` 2 Dean Langmuir. - 
_ John N. Keynes (Life Member) _ John E.Mason® ..- . 7° 

Esmond Phelps Í ~- Russell Weisman aE 
_ William L. Ransom l | -Charles G. Woodward 


` Respectfully submitted, 
r | Jais WASHINGTON BELL, Secretary 
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- “ee - Exar I 2 z 
na , Pustication Costs . i : 
aS Procrepnos | |. HANDBOOKS j 
as Number -, Number < Number ‘Number ` 


Pane A í pe Os ro wt 
r 


1930 ~ “`. 222 4300 *, $1,353.91 i 
1931: 308 ` -` 4,300 1,919.18 88 4,200 $ 589.54, ~ 
1932 -316 4200... ` 1,819.75) ts te : 
1933/9 7 +. 216 — 4,000-. :.- 1,284.85 © 88 ` 3,900 82271: oe 
1934. © , 232 3,700 «5+ 4192.91 . '° - No. S i 
1935 248 4,000 ~ 1,347.88 4 ` ; 
1936 360 ~> 4,200 «/ 2,037.90 ~ 58 4,100. + © 454,36 T 
1937 344 ' 4,300 1,922.03 -^ , l e 
1938 200: 4,500 .. 4,234.10 , 112 4500 |. 1,118.84f ©... 
1939 ` _ 288: . 4,600°.’ 1,785.91 oe 

_, 1940 444 4,900 2,658.12 108 5,000 822.58’ 
1941 479 ; 5,200 ~ $3,294.45 
1942 548 5,400 1. 3,909.79". - 208 . ° 5,500 .- 1,775.72f ` 
1943 535 5,500 3,652.56 peta 
1944 - °470 , 5,800 350.40 °* : a m 

144 5,900. + 1,215.22ł¢ -: e ee 

1945 336 - 6,400 > 4,502.84 00), a T E ` 
1946, - . 960° +7! 6,7007 °° 8149.90" ` 143 ~- . 6900 `` 2,035.71 
1947 .. WL > 7:5 7,700 `. 8140.79: : Kare oe a ae 
1948 591 + 8500 ' ° 870141 345 .. 7,700 ~ .- _ 6,948.07t 

.. 1949 |< 537 9,500 7B44S0 oo oe homa a S 
1950...» ' 650 ' 10, 100 ` ere. <2, m. -9,200 1168-844 l 


-o Thiis ihe year of pubieaton snd pera to the meting of tho preceding year: The a 


figures are published in the subsequent year. 
t “Who's who” volumes; 1950, supplement. ~ -~ 


oe 


A Pari of pape presented at animal meenng pabiisad as pln to Junt mamet 
l ra è T Bik wr -e ‘: ‘3 
Ae. oy. Ue ee "E oe Boumt Mo. °°. 
$ oe ee Manas AND SuBscHIBERs . ire. dey oe 
F o we a oe . moa. ` ar 
: ‘ ie ; ae p Gain or -> Total. 
. Class of Membership. 11/30/49 Added: Removed „Loss 11/30/50 ` 
-o Anbual`.nenennena. 5,754 ', 79086 > i 4B6t oio 312 °- -` 6066 
Junior ....... Lanea 688 0 0 552$ S868 SH. 5A 
i Family esaun HE 077 27 poet oak, 125 ` 
Complimentary ..... “ 25 -i 3 2 1 g 26" 
è SOs Ss She ae ahs Poar 36 -u - 1 3 A 8 ae 44 
i Honorary ......... 17, e ee A ¢ 21 
> EEEN aA _—_—_ paar ie Pee ei 
SF 6631. 1,395 1090 ' = 305 “. 6,036 
Subscribers... ../: . 2,486. -676 -~ 619 ` 57 2,543 
' Complimentary ..:7. e 18` 18 1 _ 35. 
Totals 15.0... 9,1350 2,089 a amo O 33T a 9544, 


` includes 262 junior members changed en fo55 A = ae: 


+ Read oi 91; nonpayment, 264; died, 14; lack of adres, 42; hanged to junior, i 
changed to femily, 1. . - 


as 


t Includes 74 annual menibers changed to juniors... , ' ; os eee a ude 


` $ Includes 262 junior members changed to annual.. ; eo k 


. 2*Includes.7 who do not receive publications... Pe i" 
Š 7 { 4 ` . ie + ~ ‘3 ` i 
7 ' i 7 rd l ` co D T ai Ai 7 ` 
W - ar - = ' : F h $ é 
` iE i Bee 1 i ‘ Es 
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» REPORT OF THE “TREASURER OF “THE ASSOCIATION - o 
a „FOR THE: YEAR: ENDING NOVEMBER 30, 1950 


ee and Expenses. Operating results for’ the current fiscal year are com- 
> pared in the table below with those. of last year- ‘and five years ago. Sources _ 
of income are indicated, as are the major items: of expenditure, both adminis- 
tration- and publication: In this presentation, all -sources of'income and of 
expenditures are grouped together; hence it differs from the accounting found 
in the Auditor’s Report , which separates -publiċation results from the rest; 
-i.e., publication expense is shown-in the Auditor’s Report less publication i in- 
; come. ‘See exhibits i in Auditor’ s Report: for eect l 




























































































Comparative Results a7 E jo 1950, 1949, ahd 1945 E 
. Incom © C. oe. s 414/30/50; . : 11/30/49" `. 12/11/45 
Membership dues ..... n -$38,462 > © $31,121. . $20,260 - 
Subscriptions .......... PsA E an ` 14,273 ~.. 12,254 , 8,456 
Sales... E ET TEET ET ‘2,863 I8 _ 1,056 
Advertising ............. PL en eee 8,048 | °. 7,775 `> 1,652- 
Directory income (net)'.....6...ceseeeeeee 6 woo 410 is Gg ster A 
Republications income .....:........ wean aa - 1,000 —_— 
Dues and -publications income ce aae $63,646 | $55,423. . | $31,424 
Intérest. 2.2... cece eee. ere ‘ie ws a E e - $1117 - `. .$ 1,480 
~ Dividends .......... PRET Peer yee, 3860 ` «3,120 2,489 
Less custodian fees... Ve ate EE 131. '- -126 107 
Sales of securities ' (net) `.. sedan e este e een ees, — 48 2,161 
‘Investments (less fées) ee ee oe :$ 4,847 $ -4,209 ~ $ 6,024 
i ; i T ~ 
- , Total income ........sbeeeseceses $68,493 , $59,637 ` $37,448 
Office salaries .......... ES E T $11,837 ~- “$14,637 5 
Other administrative expenses ............ '.. - 2,610 3,275 1,522 
Annual meeting ......... ida ewe AEE .. 431 * 470 i - 1498 
Executive Committee ............0.0eeaeee 1,146 “ “=~ 1,700 699 
Other committee expense ..... E 523 ' E 320 
Review moving, expense ..:..... Whe cees ee! AIG CT —. wo a 
Administrative and operating .......... $16,402 o5 $17,006 $ 9,642 
Review. printing .......6.0.s.e08- PEEN ..$24,519. `. $20,165: . ` $10,588 : ` 
Papers and Proceedings printing seas oeee wt 9,685 St 8,196 ss 4,502 
- (Directory printing ...:..-.s.seeeee0e T 11640 0 De 
Editorial office (Review) : = i eS Pee eo 
~ Contributors .. s.e eee ete eee eee eee 1,573 p 1,667 ` 1,668 
Editorial and clerical salaries ...+....5-5; 7,475 7,243 `. 5,800 
Other expenses (net) TEETETETTTETTTITTETS _ 563 rU 405 331 
Publications ...0.-,.eeseeeteretbees 2$44,979° $37,676» ~ $22,880 
Total expenses..  uesenecaaeads $61,381 '. $54,682 ` $32,531 
Net operating income iss eee ees eee oooh F112 i o $4,950. $ - 4,916, 
APPARET ETE E T O - 2,000: : — 7,500 
et income or deficit TEE E E $ 5,112 112 >» $ 4,950 ` $ 2,584 
* Included in sales figure; ` en DE m 
: C- À f 
> Ys i = l ` 
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‘Total i income from all sources for the fiscal year amounted to $68, 493, or 
$8, 861 more than in 1949, This increase is largely the reflection of the i in- © 
crease in dues and subscriptions from $5.00 to $6.00. Sales to others than ` 
members and subscribers (which included about $700 Directory sales) also in-- ° A 
creased, as did income from advertising. No profits were taken from sales of ` 

‘our republications volumes. Income from bond holdings remained. ‘stationary 
and dividends were somewhat larger than in 1949. l 

Total expenses amounted ‘to $61,381, or $6,699 more A for 1949, In- 
creased printing costs of the American Economic Review and the Papers and | 
Proceedings, plus the Directory Supplement, largely account for the differ- - 
ence. Increased officé wages were partially offset by decreased administrative 
and committee expénses. Contributors payments were less this year than last 
” due to the substitution of a committee or in the September number: of the ` 
_ Review for articles. 

Net operating income of $7,112 was some $2,000 above that for last year.. 

+A $2,000. appropriation for the initial expense of Survey Volume IT (not yet . 
- drawn upon) left a. net income of $5,112, which i is $162 above that of, last l 
year. p 
` A comparison of i ri item by item, of current years, with those of 
five years ago indicates balanced growth. 
Committee A ppropriations. Over the past five years ihe Executive Com- +. 
. mittee has made appropriations to implement the work of Several. com- 
mittees. Appropriations, amounts expended, ‘and balances ` unexpended are 
analyzed in the following table. Only one new appropriation was. made during 
the year; namely, the $2,000 referred to above for the Research Committee. 








| i a Balance 
7 - Amount Expended ‘Expended Unexpended. 

l Committee N Appropriated "Previously — ‘During Year 11/30/50 S 
Research .......cccseeceees $3,500 "$987 $352. “$2,161 
Teaching ......... cee ceeees 2,000 1200 ; 800 l 
Public Issues eesse 1,500 -o 937 - 317 246 £ 

-O S000 ° RIA | $669 $3,207, 
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Financial Condition. ‘Condensed balance sheet figures oe show com- 
parative ‘status of the principal assets and fe aa for the current year, last 
_ year, ‘and five years ago. :- 

Asset items call for only brief - econ. Cash i increases „when dues and 
subscription bills are paid and is drawn upon to meet current expenses. Re- `. 
_ ceivables represent unpaid dues and sales and advertising i in the December . 
number of the Review? Prepaid expenses represent chiefly i insurance policies 

in force and supplies on hand. Investments represent our holdings of stocks 

and bonds ‘at cost; i.e., $85,087 (market 11/30/50, $104,177). - ved 
+ Liabilities consist of accounts payable to printers (of which the December [4 
number of the. Review is the big item), deferred income (e.g., prepaid mem- 

- bership dues and subscriptions), life memberships, the. membership extension 

fund (discussed fully in the 1944 Treasurer’s Report in Papers and Proceed- 

ings, pages 472- 47 1), and mnespended committee ae la Money held 


ý ; 


~ 
te 
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in custody for the Allied Social Science Associations since the joint meeting 


of 1941 has been distributed to the associations concerned; thus liquidating 


the fund. Since there seems, to be little likelihood of establishing a full-time 
‘secretariat the $35 fund, for that purpose carried on the books since 1937 


has by recent action also been written off. 
Deducting the above liabilities from total assets gives. ‘the item imappro- 
priated surplus in the amount of $68,606, which represents a backlog of re- 


sources available to meet current expenses when current income fails to cover ` 


such expenses. The history of net annual income or deficit from 1909 to 1944. 
and the growth of accumulated sop may be found in the Treasurer’s Report 















































in the Proceedings for May, 1945, pages 472-477. The surplus figure reached 


a high of about $69,000 in 1946; then declined to $58,200 in 1948; and now,. 
after two years of surpluses again, approximates the record high. We cannot 


foresee any marked increase in income in the near future. Our modest $6.00 
dues will not long maintain a balanced: budget if prices of paper, printing, 


and other services continue to rise. It is indeed comforting to know that we . 


have some capital resources to fall back upon and can move ahead with de- 
velopmental. activities without fear of bankruptcy. We can feel some assur- 
ance, also, that our members will not’ drift away on account of added ex- 
penses involved in supporting more specialized or cognate organizations be- 
cause our dues are “too high” to belong to both. or several associations. 
Reppe submitted, ~ l 
e OE S JAMES WASENGTON BELL, Treasurer 
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Assets . 11/30/80, ` 11/30/49 12/11/48 -, 
Cash on deposit and on hand ....... Pees Stes $ 16,035 ` $ 7,456 $ 4,510 - 
Receivables (net) ...isussosensreses. o. NSA 3,144 3,422 1,201 
Prepaid expenses and inventories ............. ` 452 779- 345 
Furniture and. fixtures : (net) ee A AE AEE ky ` 675 437 
Investments at cost: ; aA g ; 
Bonds ...... ETE A E ES T 33,109 3310 36,706. 
e Stocks ota eee eci wen tags oreeees EA INR 51,979 48,427 -. 44,956 
Total assets .......... ese ee sree sees $105,655 $93,869 $88,155 
© Liabilities and Surplus M 
Accounts payable ...... TES TEET -.$ 9,100 -$ 6,080 $39% 
Withheld tar. regos useiucasaadeisinsswretcenus a e oe 122 
Allied Social Science Associations eet rene ee _ 829 829 
Deferred MCOmME e iisrusssnderii hts E 1,040 16,366 5,166 
Membership extension fund ....... Dd iota wide 966 1,088 ` 1,558 
Fund for proposed secretariat .........--.62.0.. 35 35 35 `’ 
Committee appropriations (not expended) . . +3,208 1,877 ` 6,776 
Life memberships ............. Rae ne seers 5,200 43235 . 3,750 | 
Surplus: + ` : 7 i i # i i 
‘Balance at beginning of period <:........ eee 63,269 $58,219 | $68,349 
Transfers from life memberships .:....... re DRS pi 100 250 
Net income or loss for period ........... qaa Ali2 4,950, - 2,584. 
Unappropriated surplus ..............00e. $ 68,606 $63,269 $66,015 
Total footings .... rees oerion. $105,655 $93;869 $88,155 
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"REPORT OF ‘THE FINANCE COMMITTEE 


The sae of our investment holdings this year compared with ast on i the i 











basis of cost and market value is as follows: ke Se 3 
jo a> Cost*of-Holdings ~ Pee . + Market Value 
2 hee 11/30/49 -11/30/50 a e < 14/30/49 11/30/50 
Bonds’. a... se uuaa. tea $33,109 a Te ©; $30,381 $ 31,584 
SOCKS: Gr E vee 4B427 o o S 5L979 -<` SB BIS; 72,593 
a g , Ee oe = 
A A ee ok Vl $81,536 el OW $89,196 $104,177 


Only a few des have ‘occurred ro the past fiscal year: Our holdings 


of 10 shares National Dairy Products were rounded out to an even.100 shares‘ . 


+ 


by investing’ $3,551.84 in January; a 134 split i in Procter-and Gamble shares ` 


increased our holdings from 50. to 75’ shares;.and’a 2 for 1 split in General | 
Motors increased our holdings from 50 to 100: ‘shares. We have since made a 
few other shifts and these will be recorded in our next report. po = 

Several meetings of. this Committee have-been held ‘and we have reviewed’ 
our investment’ holdings on three different occasions. Again this year we con- 
templated shifting governments into- other securities with higher yields but 
contingent Association, outlays prompted us to hold governments for liquida- 
tion when cash needs arose. Such needs did not. Taena and our govern- 
ment Holdings have rémained intact. ~ ` 


‘Income from bonds has remained. stationary. but eiii auemented divi- 


dends this year have increased the return on our investments to a high rate of 
ee E al oe ; i 
- Respectiuly i ton 
e Roy C: OscooĵĎ, Chairman 
a ee CHARLES C. WELLS 


+ 
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7,000 U. S, Treasury Bonds on due Meare Se oe 7,275.63 7,055.13 
à "$33,108.63 $31,584.16 


f 


He JAMES. WASHINGTON BELL 
. -` List or Securities HELD BY THE ASSOCIATION > ~ 
i - * Bonpw, > 
yg aoe rn E ee Market or 
` Amount ta, we “Issue ae Cost ` ‘+ Last Sale - 
f ' l no 11/30/50 | 
ence ‘Chicago, and Northwestern Ry. 434%, oni Mortgage Bonds 
te Eee Me 1000 iaa aaa ea on 4 aA AIS aaps. $ 243150 $ 1,965.00 
3,000 Illinois Central Ry. St. Loitis ‘Div. (3%, due 1951 .......... 2,212.50 3,009.38 
3,000 New York Central Ry. TAM Ref. and Imp. Series “AP due : 
i QO AA E E O E EE -2,437.50 2,077.50 
5,000 New York, New Haven and Hartford Ry. Co. 1st, and Ref. ae 
- Mtg: “A” 4% due 2007 ......0.. cee ee eee vasaa Bae» 4,755.00 > 3,556.25: 
1,000 Pennsylvania Ry. Co. AK Gen. ‘Mortgage Series “D” due | s,s 
3 1981 sees, Sack Reg Or ae diese ee SS es ae hee MS ee ele eee L 2 :986:50 1,006.25 
1,000: Pere Marquette Railway Co. 33% ist. Mortgage due 1980 1,000.00 - 1,026.25 
1,000 Reading Co. 334% ist and Ref. Series “D” due 1995 ...... -1,010.00. 930.00 
3,000 U. S. Defense Bonds, Series “G” 234% due 1954 ......... i * 3,000.00 ~= 2,901.00 
8,000 U. S. Treasury Bonds 254%: due 6-15-72/67 ...........%+. . 8,000.00. 8,057. 50 
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Srocxs “ : 
Number of Shares of ; ' Market ‘or 
Common Stock ae © Cot "Last Sale 
11/30/50 
25 Chesapeake and Ohio RY... COs. Sep Racesweehaeeescese tates 1,309.07 $ 787.50 
55 Commonwealth Edison Co.” EEE dere eee sessen 1,525.51. 1,491.88 
50 General American Transportation Corp. s»... sss os ss +++ 3,084.30 2550.00 
100 General Electric Co. ...,..... EE E E TT E R E e 4,750.00 ` 
100 General Motors Corp. EED serian eene 2,097.41 © 401250 
115 Glidden Cos pies sees tucarcnseniepsatuv sens ET wiwaaee: 1,635.72 3,171.25 
62 Gulf Oil Corp. .c.......ee.a. ae E Dada eta cuntcee o. 3,714.97 4,929.00 
100 Houston Lighting and Power Co. MTE ETE ere we 3,153.48 5,100.00 - 
100 Kroer Corou esiseina aE R n aa ea a aeaa eaaa O AT 6,775,00 
25 Liggett and Myers Tobacco CO. wecgsceseeas LOTE Mae 1,869.23 1,884.38 - 
50 Link Belt Co. tte en ees Pea Pawn hr ann ee Ce a SE SE SE S SE SE SE EE SE TE S E a o E E a k 2,524.15 3,775.00 
50 Monsanto Chemical Co. ..2. 2... ce ccc eee eee n cee eeneeeenee 3,120.74 3,725.00 
100 National Dairy Products Corp. ee TO AE 3,862.69 4,700.00 
25 E a a a D E TEE T T PEE EE RN _ 370.13 1,706.25 ° 
73 Procter.and Gamble Co. ........ Nios nie eee iummeaaweiages -24992 -9,193575: - 
80 Standard Oil Co., of Indiana: .2..<s-sdssos03se8 ews seowess <.. 3,329.47 4,490.00 
75 Union Carbide and Carbon Corp. ............... ETETETT 1,433.94 3,862.50 ` 
100 Wayne Pump Corc sinioro inest neas be SOS RAW Oa AN a 3,114.65 ` 1,387.50 
- Number of Shares of ` l 
Preferred Stocks > l i 
25 Crahe Co. 334% Cumulative £ Pref. . Hdidviwetceodeads: 255000: “2550.00 
14 Glidden Co. ....... TEAR oy eee SPPE sedisse 135.00 757.75 
25 International Harvester Co. CEN ee 6 aa a na aeaa eae 0000S 4,393.75 
~ Total stacks aev_ ere @#enaeeetc@e#teoeeen eee Pee ee te ee een & $51,978.53 $ 72,593.01 
Total bonds ........ dee sew Rais Ke Od ewwsleed aoaaa BO,L08.05 ° 31,584:26 
. $85,087.16 $104,177.27 
\ 
I 
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- Executive Committee,  . 
; American Economic Association, © > >, 


* Evanston, Ilinois. 


' Dear Sips: 


REPORT OF THE AUDITOR 


" ‘December 15, 1950 `` 


_ In accordance with instndetions we ave aand the accounts and need 
records of the American Economic Association for the year ended November 
30,. 1950, and. now submit our report thereon OE RR with the following 


™~™ 


exhibits: ` 


- Balance Sheet—November 30, 1950 
Statement of Income and Expenses for 
year ended November 30, 1950. 


Exhibit 1 


_ Exhibit 2 


Results from ERTA 


` Net income for the year ended November 30, 1950, was $5,112 TN 


‘with net income for the year ended November 30, 1949, of $4,950 as shown 
in the following summary: 


m 









































Year Erided ` Year Ended Increase 
Particulars Nov. 30, 1949 Nov. 30, 1950 Decrease 
~ Income: > i \ ` -, 

Dues cece araa eT wee ta ARONS EE $31,121 $38,462 $7,341 
Interest and dividends een PE E P Masoceae AlO 4,847 , 68ő - 

Profit on sales of securities ......... ccc cee e eee , 48 « — 48 

Republication income ..........ccceceaccceees 1,000 — 1,000 

Total income 6.0.0... .c0 ccc ceeceeseceeeeees $36,330 $43,309 $6,979 

l g 

Adn aikraiie and other operating expenses . . . -$17,006 $16,402 $ 604 

Publication EXPENSES oo. eee eee ee cnc ee ee n. 37,676 44,979 7,303 

Publication income ..........000085 anakane w.e 235302 25,184 1,882 

Total expenses. E A icesul sae cuae es $31,380 $36,197 $4,817 

z Net operating income. PEE? , E IEAA $ 4,950 ~ $7112 d $2;162 

` Appropriations for. special committees Penne A — 2,000 2,000 

Net income OERA ‘ $ 5,112 $ 162 
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The $7,341 increase in dues income reflects (1) the increase in annual dues 
of regular members from $5.00 to $6.00 and (2) the 305.increase in member- 
ship during the period under review reported by the'secretary as shown below: 


Classification 
oo Regular 


Life 


Honorary ` 
Complimentary ` 


Z4 Junior 
` ` Family 


Totals 


Numbeg of Members 
Nov. 30, 1949 ` Nov. 30, 1950 


| 5,754 6,066 - ` 
p ) 688 654 
i 111 125 
36 -44 
Sa 17 21 ` 
25 


J © 4 
t rA ~ 
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‘Interest on bondi owned was accounted for in: “accordance with stated rates; 
dividends received on stocks were ene with amounts reported i in pub- 
‘lished records of dividends paid. : 

„Net publication expense, as shown in ‘the iotlosiag summary, aane o 
$19, se for the current’ period. TEE wa ha 374. for the anced 


> y big ws ~ aT 4 r a Ne 
' an en ae © Estimates: for... 
eo ; Saat S Yea ‘Ended > Year Ended "Calendar ` 
Re, E a8 Particulars Ss r _ Nov. 30, 1949 “Nov. 30, 1950 - Year 1950 . 
i , Printing 4 ok yo . ` C ae ane : 


ae "$20,165 $24,519.. “$2000 
a Directory and Handbook ` ec 4 < 4,164 














Proceedings. Hy TRAS 9,685 0 : . 
Editor’s honorarium, -_. - = ane 2500 . 3 250. oo 2,500 7 
~ Payments to contributors © ©... 7 7 1,667 - -1573 %7. 1750 
Editorial clerical salaries- >> s - o 4,743. 4,975 Sis S00. 
-+ Editorial supplies and expenses au, Re. 266R 639 500 - 
' ‘Sundry’ publication expenses. ay en OS ae 76: vi -= 
K To) come a s 7 mon i Pog ae 
Less Income: ee. Pe | E 2 N 
- Subscriptions, other tian members Re Se ' $12,254 $14.273. a 
Sales of. copies - T 1,863 > - -2,863 E e 
: Advertising E Go o o m e ae TTS” og jga ae Sa Aa 
~> Directory income ~- | aa AARON ; E E et ee 
O e 7 „Total income > =. ($83,302 o- S251840 a 
rt ay Si oe je a . . 7 
ei pret pobor tion expense. Tha oy gian K p Ieee 
+ { ` F Maaranen H enamast 
- l owe i poar 5 ao E 


` 


The- December: 1950, issue ao the Revizw 'includiig TEF had not = 
been -printed at the time of our’ examination. The: publishers of the- Review k 
estimated the expeñse of printing 10; 200° gue at $8,723 and this arnount. is > 


included in the costs above. > ~ ; W 
Changes during the year ended: Novenbes 30; 1950, in  Cominittee. Funds. 
Appropriated (not expended) are, analyzed below: i oo l 
"’' Unexpended ` pan ) Lesi haa 


= ae Ddi a -" Balance’ - Appropriation iad . Balance © 
* ae ._ Nov. 30; 1949 During Year During Year Nov. 30, 1950 


‘Committee on Research” | ` $ 51349 ` "$2,000.00. $352.02 paoa, 
Committee on Undergraduate 5 . 








_ Teaching of Economics agd ae os E i i ‘ei ae 
“Training of Economists >- = 800.00. ` — See 800.00" 
paca on Public Issues 563.04 me 1i 31691 o 24613.. 
` i aa [aaa Ee Re a nee ere a 
) "$1,876.53. $2,000.00 > $668.93 $3,207.60 
J . ; a 3 ` ' ‘ DN i : y my 
! : À A 7 t . ~ f 
r ` i 4 y 
soe “ . : ? r = \ 
ve a a 1 A To : 7 Ñ 
' 1 i a ’ ` ! i 
agon . : = 
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oa ‘Financial Condition: A 




















“Cdad alan sheets of ‘the Association ‘at November 30, 1949; and’ . 
‘1950 are ou aaa os ; 
eae "November 30’. v E k 
a ee "Assets fe 9497 1950: . > Decrease `; 
+ +. Cash ‘on deposit and on hands’ ee 4 $ 7,456 -$ 16,035 -  _$'8,579 
Receivables. n 3,422 _ +3144 - 278 
oo of ot “Economie Hisays”—at norinal value ” ae rr 1° 
Prepaid ‘ 419. 5 -` 482 327 
Turai. nda fixtures, net - ak ~. 675. - 936 261- 
Investments at cost—' Teh Oe tes pA a 2 
Bonds. So o 33,109 “` 33,100.‘ _s 
- Stocks ee ee A AA $1,979. - 3,552 - 
oH o ae _+ $93,869 ~ . $105,655 . $11,786. 
‘ _ ` , ee mE, 7 ——————_—_ . $ += 
' Liabilities and Surplis + Se ye oe : Se oa , 
_ Accounts payable pe y $ 6,080 . $-9,100 _.$ 3,020: ` 
' Aliled Social Science Associations , atone + a — n: 829 
Deferred income EU ' “16.366 .* 18,540 - 2,174 | 
‘Membership extension fund --' - 7.7 = 1,088. . ° 966 -` 122 
L- Fund for rooie secretariat. ‘ 35° ss 35 pom 
Committee funds appropriated (aot expended) 1,877 ‘* 3,208 ` 1,331 
Life memberships l : 4,325 _. > 5,200-. > 875 > 
Surplus— E Ra R ee ae 2 . 
Balance at beginning’ of period So ge tae | - 58, 219 ~ 63,269' .- 5,050 
Net income for period ee 4,950 .  =85,112 162 
Transfers. from life memberships - by age” 100.. ` 225 _ 125 
E ; ae ae $105,655 655 „An 186. 


= 


“oe f t å 
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Cash ‘on deposit Was. satiitactorly reconciled: ‘with balances confirmed: 
directly to us by the depositories.: 

The receivables of. the Association were, baa cénfirmed’ by pe 
with debtors. Based upon ‘the Association’ s. past experience the reserve for: - 
doubtful aécounts appears to be adequate -to cover normal losses. g 

Changes: in the investment account were verified” by the examination: of 
broker’s invoices and, other supporting data. ‘Securities held were confirmed - 
directly to us by the State-Bank and Trus Company of Evanston, Hlinoia, l 
custodian forthe Association. ` : 

Insofar as we were able to ascertain, all liabilitiés of the. Kodada at 
. November 30, 1950, are reflected in the accompanying balance sheet ‘and the. : 
Secretary has represefited. to us iat to the best of his knowledge all liabilities 5 
-are disclosed. ` S 

- We wish to take ‘this opportunity to. express our appreciation of the - 
fou and co-operation extended to our. representatives during the course 
` of the examination. 


- t + 


` EA _ Very truly yours, 
K a i ra o ae Oe _. Davip Fioneececav.anp Co, 
ey i 


gare. a n a e a -Corne Public. Accowitants 
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EXHIBIT 2 ` ` 
AMERICAN ECONOMIC ASSOCIATION 


= STATEMENT oF INCOME AND EXPENSES 
i ' FOR Year ENDED NOVEMBER 30, 1950 
Particulars Amount 
Income: poo o 
- Dues— 
Regular, junior and family MIPIM DOES). reiser dirai oeeie ea aes $37,862. 11 
- Subscribing and contributing members ee ee errr. __ 600,00 $38,462.11 
Investments— Á ` 
Interest ön Dond sareen aia n a E aaa $ 1117.80 
Dividends ............. Raa el as E E EN OEA AEN 3,860.39 
- : $ 4,977.89 
Less—Custodian fees .....ccc ccc cececeuceucevcrcecceveeens ` 131.26  4,846,63 
Total IDOE sasa anrai hee naa ugg Genadi ' $43,308.74 
EXPENSES: l 
Administrative and other operating expenses— 
Secretary s BAlATY oo Sie cai wwe wee wee ewe enw rae $ 2,500.00 
Office salaries oo. ... ccc ccececcet enc ecceueeswecns 9,336.89 
Annual meeting (met) ....cceeecceceecscuaeterecs | 43058 ie 
Executive committee expenses ...........00eee00+ | 1,146.47 ` 
Other committee expenses .... 0. ccc cee cee eee naes 523.49 
American Economic Review moving expenses .... 715.77 
Postage expense ..a....sossnesasusnrserreo ee 794.58 
Statiocery and’ and supplies :............ eae ET 1,039.16 
Insurance ........206 EUSA EEA 177.90 ` 
President’s expense ..essuserdeeeseue EEEE 205.97 f 
Provision for depreciation ........asssssanessess 119.74 
Telephone and telegraph .......cccccssccasseenes 101.77 
American Council of Learned Sotieties—dues and ` a r 
aae aT E A EE E 219.20 l 
Exchange on checks ......sesssssseseasonssasaso 56.87 : 
Miscellaneous (net) ....-.eecsseeee ETOP 105.59 $16,401.64 
Publication expenses— 
Printing of: | - 
FCUIOW: is 250 ws chee cee A E EE sees $24,518:69 / 
Directory and handbook . Keele hve mien EREE 1,163.84 
Proceedings ........0. er er ey rere EEN 9,684.76 
‘Editors honorarium ....3...sss.sesssesesesness i 2,500.00 
Payments to contributors ......e.sesseseesseresers 1,573.35 
Editorial clerical salaries ........... er ee 4,975.26 
Editorial supplies and expense .......e.seeeeseers ` 638.86 
Sundry publishing expense .........--seeeeaeeees 75.60 
Total publishing EXpeEn8es fis sek esGeniaweae $44,979.16 | x 


Less—Publication income: 
Subscriptions, other than members ..$14, 272.56 


Sales of copies .cscsnu. nan ues sue 2,863.19 _ 
Advertising tics see cauemecwds ees 8,048.50 25,1825 19,794.91. | 
Total expenses seeeeve os eceenvaese E N eveenaseee aa sers,” a ee ee 3 6,196.55 
NeT OPERATING INCOME ....... E E T cirous -$ 7,112.19 
ADDITIONAL APPROPRIATIONS: E 7 
Committee on Research ........0.0cceccvaneneeeceteectens eee eee '. 2,000.00 — 
Net income for year ended November 30, 1950 (Exhibit 1)'.......... ee $ 5,112.19 


T ` REPORT OF THE MANAGING EDITOR ` ant 4. Se 
ca. > an FOR THE YEAR ENDING ^ 5, ae 


| E DEÇEMBER, 1950 . nET T E 
The ae general comment. to be made about the conitents. of the Review 
‘tes the past year-is of much the ‘game sort as for other recent years, that they 
_ show a creditable level without attaining great intellectual distinction; except 
- in rare instances. This'‘is a comment which. is perhaps hardly worth maak 
in the future, on the general ground that simple competence is all that i As to be~: 
“expected, in journal articles ‘and that in any case distinguished ` ‘intellectual ` 
‘performance is rare. ‘Taken in conjunction with the contents of other journals, > 
` the contents of the, Review demonstrate that there is througHout the profes- -. 
sioh a state of active and intelligent discussion of important problems of: analy- 
sis and policy, and that little space is ‘devoted to barren discussion. . 
-’ An analysis of the conténts shows, ás- in other recent: years, a degree, of con- 
; „čentration on matters connected with’ the problem of economic: stability. ‘Lesser © 
` concentration occurs in the fields of general theory and international: economic. 
` relations. Beyond this the contributions were scattered pretty well across ‘the ~ haas 
. spectrum of economists’ interests. ‘These results are not the result of either: “ 
editorial policy or-editorial bias. They are simply the end product of the whole ` 
. process: ‘of qualitative editorial appraisal in which the members of the Board - 
‘of Editors play a large part. Orie has, however, to be constantly on. guard - 
' against the bias of editorial interest and ‘has also to think of giving constructive 
editorial encouragement to wenne, a fields which “appear - to be undergoing ' : 
` neglect. ` a. Ae 
. . The rate at ‘which manuscripts’ dre kved aiai a reinarkable annual ` 
= stability. The total number received in 1950 was'197 as compared with 200 in’. 
1949-and. 205 in. 1948. -Of the 156 i in 1950 of a length and character tobe“ 
' regarded as leading articles, 29 were published, or 19 per cent. I should judge 3 o 
that theré had'been some improvement i in the average quality of manuscripts -= 
_ received. At any rate, it has been necessary to reject a number of manuscripts - l 
` which I ‘should gladly’ have published, and there have been other years in a | 
which this was not so. This is'no. doubt evidence of the crescendo, of intellectual . po 
. effort after the interruption of the war.. ` o 
Ä ‘statistical summary of the contents ofthe ‘Review i in 1950 with ‘corre-" 
sponding figures for 1949 is presented below, aes the: eprorin pages. ce 





ar i aca re dines ies E 
: .- Co o Hye 1950, 1 1949 
` r” A, > No. Pages . No.”- Pages | 

“Leading articles. ......... Monia T E EE ERA 29'., 500 29. 47T. 
een S eis E oil oamimataceeoee ee E EOE 24 69 24 72 
Book reviews ...... Bic . ery Pease Rue EEEE 130 258 144 320 
Memorials sie ossaert aes TATO TRTE T 2 22 3 
Classified lst of new books ssa ie shes e 6B GB 
‘Clasalfied list of periodical articles . ares er crc ere TERT n 360 
Classified list of di ions ....... ne eae ea ‘, © 40"? TERTE 

A Senne S E eee OS “26 37 : 

í ` 4 z meee ' 

re . 1,016 - 1,054 
i 4 : 
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-For ines year, the fotal number of pages was-38 less than in 1949 and 16 ` 


pages-more thain- the-estimated 1,000 upon which publication | estimates were 


based.. Articles, communications, and book reviews weré contributed by 166° | 


persons as compared with 188 in 1949. . 
In the reviewing department, the general quality has; i it seems to me, been 
well maintained, though one is never satisfied. There are two’ ‘problems i in this , 
- department which have not been satisfactorily solved. One is arrangement — 
for book notes much shorter than ‘conventional reviews.: The other is adequate 
coverage of important an documents. which do not flow aultomatically to 
the editorial desk. ES 
In the bibliographical” ean assistance huis -been received during the 
~ past year from‘the Legislative Reference Service of the Library. of Congress, 
and over a number of-years the ‘Library of the Bureau of the Budget has pro- 
_ vided invaluable assistance, especially i in the: ‘coverage of public documents, 
through the courtesy of making its classified bibliography ‘of current publica- 


; tions. ‘available. I wish to express my sincere thanks to: both agencies. 


' Expenditures in 1950 exceeded those in 1949 by $611. 82. The actual cost 
for: 1950 exceeded the budget estimate by $831.03. For'the sum of all items 
except the cost of printing and mailing actual costs were almost precisely 


`` equal to the budget estimate.' 


The excess of actual expenditures is partly ai for by the number of 
_ copies printed ‘above the 9,800 used.for estimating purposes. The- added 
` expense on this account is roughly $350. An additional $40 was due to a paper“ — 
surcharge. Most of the remainder is due to high mailing charges for the De- 
cember number due to the inclusion of a supplement. Finally, a small’ amount 
“is due to the pages printed, in excess of the estimated 1,000. 

The following table presents the actual expenditures in°1950 in comparison : 
with the estimated budget and with actual expenditures in 1949. ` | 


Budget ` 0C ‘Actudl” == Actual =” 


. a ane 1950 ` 1950. -= 1949; s 
Printing and. mailing ................. - -$20,000.00 - oo Goes $20,377.33 
Editorial ......./.....00. sospes ede (250000. = 2,500.00 2,500.00 
Editorial. assistance .........0.-..00005 “$600.00 . - 5071.63". ' 4896.91 
SUPPER 2S ss a aua Sees aie aiser | 500000 | 602.37 : 528.22. 
Contributors ...... r E re eee PE 1750. 0° = = «1,873.35 \ 1,666.75 


$29,750.00' . ~. $30,581.03- . .- $29,969.21 


i Con of Demen aiuit a a A n i 2 : 
t Corrected from 1949 Annital Report. | We 


- The number of- copies, printed rose from 9, 800 copies i in December, 1949, 


"+> 'to 10,200 copies in December, 1950. The number òf copies pared and the cost . 


ff 


. oi ee are eee a quarters in the ee table. 


~ 


R See 3 Copies - 2" Pages eo 
ee eae “ag Si (+ Printed - -Net Gross eee. Cost* 
March e a 10,050 > 266 "312 _ $5,358.87 
June >; So‘ - 10,150, 234 ‘+ 376. 4,735.77 
September ` 210,150- ° 7 284.. = 312 > o 5,365.75 
December pe ee "10,200 . 232 -, 280 -5,290.00 


Foreign mailing wrappers. E D 83.29 | 
"` * Cost of December number estiinsted. A a oh aa 


` 
we ~ ai ~ 
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The estimated costs for the coming year presented below are based upon 
the number of 10,200 printed in December. Since the number of copies has - 
been steadily rising, the estimated cost is a minimum which will be exceeded 
to the extent that the printings continue to increase. As in the past the pro- 


posed budget for 1950 is-based on an annual volume of 1,000 pages net of. 


advertising arid upon present ‘costs. This budget is $500 above the budget for 
1950 but more than $300 below the actual cost for 1950. - 
The recommended budget for 1950 is presented below. 








Printing (paper, postage, reprints, etc.) .......ecs0ne. ESN yanada e 20,900 
Editors Salan sprae ee la aa eh can e E beens AES 2,500 
Editorial assistance ......... CF ree re ree EE reres 8,000 
DUNDES ica avee uncle a a es Wien Gat viie awe uae EET 500 
COnTMDULOS 623,39. me eth asiacgnxcerer ated eel onsteans AAEN 1,750 

$30,250 





_ During the course of the year, the exchange list was carefully scrutinized, 
and 29 domestic exchanges and 9 foreign exchanges were canceled. At the 


` . same time, 11 foreign exchanges and one complimentary subscription were 


added. - 

One matter not heretofore mentioned in earlier reports is perhaps worthy: 
of notice. After assigning books to reviewers, there is a substantial residue of 
' books and also of exchange periodicals and other documents. A few of the 
important economic journals are retained in permanent files. It has been the 
„practice to turn the remainder of the materials over to the economics depart. 
ments and libraries'of the institutions which have provided office space, except 
for a period when a number of foreign language journals went to the Library 
of Congress. 

The terms of G. J. Stigler and F, H. Harbison as members ‘of thé Board of 
_ Editors expire at the end of 1950 and it will.be necessary for the Committee 
to appoint successors. The continuing members are William Fellner, Moses 
Abramovitz, R. A. Musgrave and W. H. Nicholls. I hope that it will be 
appreciated what time-consuming services all these members have unstintingly — 
contributed to the Review. They are the essential underpinnings of the present 
editorial system. 

With the removal of the editorial office to Los Angeles, the University of- 
California has been kind enough to provide an office. To the George Washing- 
‘ton University, where the Review was housed for several years, and especially 
“to the members of its Department of Economics, I wish to Spi thanks for 
endless courtesies. f 

Respectfully submitted, 
: Pavi T. Homan, Managing Editor 
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REPORT OF THE COMMITTEE ON PUBLICATIONS 


Sales of four volumes of reprinted articles published by The Blakiston 
Company, under contract with the Association,. continue to indicate a sus- 
tained interest by the profession in these publications. A total of 5,180 copies 


of Volume I (Readings in the Social Control of Industry) has been sold as of ’ | 


October 31, 1950. Sales of Volume II (Readings in Business Cycle Theory) - 
amounted to 2,070 copies during the year ending October 31, 1950, bringing . 
the total sales up to 8,726 copies. Total sales of Volume IIT (Readings in the. 
Theory of Income Distribution) amounted to 6,711 copies, and those of 
Volume IV (Readings in the Theory of International Trade) were 4,616 copies. 
According to the terms of the contract, no final settlement is to be made 
between the publishers and the Association before all the books are sold. The 
publishers, however, have so far advanced $2,000 to the Association and have 
again offered to advance‘ another $1,000 this year, or a larger sum, if the 
Association deems it advisable. 

Three further volumes are in process of preparation. The volume on 
monetary theory, edited by Friedrich A. Lutz and Lloyd A. Mints, will appear 
_ early in the spring of 1951. The volume on price theory, edited by K. E. 
Boulding and G. J. Stigler, should appear by the end of 1951. The preparation 
of the volume on public finance and fiscal policy, which was to be edited by 
Roy Blough- and Arthur Smithies, was held up because Roy Blough resigned 5 
as editor when he accepted an assignment in Washington. Keith Butters has 
been appointed as his successor. 

No decisions have yet been taken on Airihersvolumess in the series. | 

The Committee would appreciate suggestions as to the topics which further 
volumes should cover. 

Respectfully siimitied: a 
FRIEDRICH A, LUTZ 


+ field. 


_ REPORT OF THE COMMITTEE ON GRADUATE 
l TRAININ G IN ECONOMICS s 


At thè ‘April Executive Committee meeting, held in Princeton, a resolution | 
” Was passed providing for an exploratory committee on graduate training in eco- 
~ nomics. In accordance With this resolution, a committee consisting of the 
< undersigned was formed. It has-carried on substantial. correspondence and has 
-held one” all-day: meeting. As a result of its deliberations, the following ` 
`- report has been prepared and adopted’ unanimously. 
General- Recommendation. We. strongly recommend ‘that. the American 
- Economic Association sponsor a study of graduate training in economics. Such 
‘a study is needed, If carried out successfully, published, and widely discussed, 
. it could contribute- substantially to the improvement of graduate training in 


economics. The Association has a come professional responsio] in this s 


- Organization of the Study. In:our adenine the-study should. be TEF 
out urider the auspices ‘of a small committee of five to ten persons—pteferably 
not more than seven. These persons’ should be chosen for their recognized 


-~ competence, their breadth of outlook, their high standards, their forward“ _ 


looking orientation, and their willingness to take definite and firm positions: 
.- We believe that such a committee should not be selected merely to achieve 
. broad representation of all points of view and of all interests, A place or the 


nt 


`~ 


~t 


' committee might be provided for one or more individuals whose point of view ` 


departs from the typical or the traditional. The chairman should be thought of 
as a key person in’ the study, and should be able to devote considerable time 


c. and thought to it. At first, we inclined. to the view. that the chairman should - | 
be asked to devote full time to the study for six months or a year and should . 


be paid accordingly. Recognizing that this plan may not conform to the tradi- 


tions and policies of the Association, we suggest as an alternative that the’ . 
committee be authorized to employ a paid secretary, either -part-time or full- ` 


` time, who would devote himself.to the study under the direction of the chair- 


- man. The secretary should probably bea younger man of sufficient experience | 


_in the field to be able to make an effective contribution. . 
The committee should. feel free to call on consultants, including deans of 


graduate schools, staff members of foundations, members of the Civil Service - 
Commission, other’ employers of economists, the Social Science Reet k 


Council, ‘and members of the Association. 


The study should be completéd and published { in not more than two years. l 
Relation of the Assoçiation to the Study. In view of our recommendations 


_ regarding the selection of the committee and ‘the organization of ‘the study, 


we believe that the Association should not expect to give formal approval'to - 
the‘study or-to the recommendations contained therein. Rather, it should serve | 
as sponsor of the study, it should receive the report-and, having satisfied itself ` 
that the’ report is worthy of publication, publish it. Under this plan, the As- 
sociation would be relieved of the responsibility of ‘achieving broad representa 


tion in the. membership of the committee; the necessity for effecting. compro- 


i te a an 
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mises among many different ' views (thus diluting the report) would be avoided: 


. graduate program of any university; and the Association would not be’ put in 
* the position of tacitly attempting to impose ‘standards, In short, our view is 
that a:better and more effective report will be possible if the objective i is an 
imaginative and forceful document rather than a report of which every one 
.approves. On.the other hand, we believe that careful selection of the committee, 


according to the above specifications, wil result in a reasoned and responsible 


report. 


Cost. We estimate that a budget of about ea 500 would be desirable. oe T 


would be divided as follows: l l 3 
Salary of secretary .(or chairman) - NEREA ee A ETE $ 7,000 





‘Secretarial assistance and supplies .. OET AT raisins E wes 1,000 
Travel-and meetings ...... on ree Sere ere ET eer ry i lie. 09000 
-Publication AN PAN eee teen tree cen eenseetmeniorvercesensersenses 2000 
: e. ¢ x `  - $11,500 


In case piian could be arranged ` in the Review, the $2,000 item for E 
publication could be deleted. 7 
- Obj jectives of Study. We believe that the study is nested because graduate -— 


~ the Association would not be in the position of criticizing, by implication, the’ ‘ 


training in economics is.unsatisfactory in important respects even at the very ` 


best institutions. The purposes. of the study should be to clarify objéctives, 
to provide facts about current practices,.to develop standards of good practice, 
and to point the-way generally toward solid improvement in the substance and 
_form-of graduate training. In following these purposes, the study would not 


seek to eliminate diversity in the graduate programs of various institutions. — 


It might, however, formulate minimal standards and define -the minimal con- 
ditions which an institution should meet before offering graduate training at 
‘various levels. The study should provide information and principles against 


which the faculties of individual institutions might submit their own programs . 


to helpful- self-criticism. We believe that the study should not proceed on the 
assumption that improvement in graduate training is to be sought’ chiefly 
among the “lesser” institutions. We believe that improvement is possible- in 


_ the institutions of highest reputation;. they are the institutions which are, in. 


fact, training most of the graduate students in economics; therefore, the study 
_ should be concerned with them as well as with the “lesser” institutions. 


We believe that special attention should be given to the graduate programs . ^ 


in economics leading- to the M.A. The significance and purpose of this degree 
have become highly ambiguous. PnorOueA consideration. of it would be most 
useful. 


` 


Possible Topics to be Studied. A list of specific topics which we feel to Üe 


worthy of study are suggested in the following outline. Each topit refers both 
to the M.A. and the Ph.D. programs. -` 
1. The objectives of graduate study in economics. . 
a) Development of ‘the student’s. capacity to think constructively in 
economics, to grow, to adjust to new developments i in e field. 
b)- Intellectual and substantive content. 
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c) Impact on the student as a person and as 3 citizen. ar 
d) Employment objectives. 

(1) Desirable qualities for persons entering various occupations for 
which economic training is preparatory. (A survey of, or con- 
sultation with, employers of economists would be helpful. y 

(2) Trends in career opportunities for economists. 

(3) Objectiyes for particular vocations. 

(a) Teaching: secondary schools, colleges. l 
(b) Research: universities, government, business, aihen 
(c) Administration: education, government, business, other. 


. selection of students. 
4) Definition of the qualities of individual students which are ee 


with success. 

b) Recruitment of promising students. 

c) Improvement in the college preparation of students who undertake 
graduate study in economics—with special ee to the -“tool 
subjects.” 

d) Admission requirements. : 

e) Discouragement or elimination of unqualified students before admis 

. sion or during the graduate course. 


. Subject matter. 


a) Important tools; e.g., mathematics, accounting, statistics, history, 
logic, scientific method, and- foreign language. 


_6) Desirable preparation in related fields of social sciences, psychology, 


and law. 
c} Essential fundamentals of economics. 
d) Role of economic policy and problems and their relation to-theory. 
e) Number of courses and fields. 


. f) Instruction and experience in research: function of the thesis. 


g) Instruction and experience in teaching. 


. Methods; procedures, and facilities. 


a) Survey of practices in graduate schools with emphasis on the more 
‘subtle nonformal facts rather than on the formal facts that are con- 
tained in college bullétins. 

b) Methods of instruction: systematic courses versus seminars s and indi- 
dividual study; relationship of student and staff; character of thesis 
supervision; publication of thesis. 


c)` Character of examinations, examination procedures, and standards of 


- grading students. 
d) Quality of graduate teaching staff. 
e) Research facilities and opportunities for staff and students. 
f) Financial support of graduate training. 


. Standards. 


a) Survey of opinions of leaders in graduate training. 
b) Survey of employers of economists. 


vi 


c) General statement of the content and E A of a good gradu-.. | 


ate program in economics at various levels. - 


ie 


+ + 
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Final Statement. We repeat our conclusion that the proposed study of 
graduate training in economics would be a useful undertaking for the American 


Economic Association. If there is any way in which we can help to facilitate 


the study, please feel free to call on us. 
Respectfully submitted, k 
Howard R.: BowEN, Chairman 
G. L. BAcH l i 
3 GALE JOHNSON 
I. L. SHARFMAN 
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| | ~ REPORT OF THE COMMITTEE ON INTERNATIONAL ws cee 
“2S, , CO-OPERATION: THE LEA. ae 


ai . Š Report on M onte Carlo Conference 


The first constituent meeting of ‘the Council of the LEA. wok es as 
planned from September 10 to 13,1950, and at the same time and place a. 
round. table discussion on the problem of long-run international balance was.. 
held. The meeting was attended by about sixty economists from twelve 
countries. A list of participants and of the participating national associations . - 

` as well as a copy.of the agenda and list of submitted paper is attached. The i 
' A.E.A. was represented by Professors Van Sickle and) Haberler and by Mr. . 
' Lary who ‘had been appointed alternate for Professor Ellis who. was unable 
to attend. Professor Leontief, who had submitted a‘paper, also attended‘and ` 
~ took part in the discussion, as. did ‘Professor Abba- Lerner who happened 1002 
be in the neighborhood. ° _ 

- Great Britain was represented by’ an “especially strong delegation which ee 
clearly indicates the interest of the Royal Economic Society. 7 

The statutes of the I-E.A. were thoroughly-discussed and in a few places +. 
slightly. amended. Nothing- essential was changed. A copy of, the definitive aa 
statutes is attached.’ - ot 

The offieers and Executive Committee of the LEA. were elected: The’ names : 
-are as follows: President; Professor Haberler; Vice President, Professor Leon 

_ Dupriez (Belgium); ‘Treasurer, Professor Robinson (Great Britain). Other 
members of the. Executive Committee are:, Professor : François ` Perroux. 
(France); Professor Keilhau (Norway) ; and Professor. Xenophon Zolotas . 
(Greece). The I.E.A, has its headquarters i in Paris (27, rue St. Guillaume, T 

. Paris 7°) and its executive secretary is Dr. H. Berger-Lieser. l n 

-Ut was decided to keep the Executive Committee as small as possible for 

. _ the sake of. efficiency and economy, “and because several important national . 

associations are expected to join in the near future-(e.g., the Italian, Indian, . ` 
| Australian, and possibly oné or two Latin-American associations) which may Me 
make it necessary to enlarge the Committee: 
_ The Council elected five Honorary Presidents: J.M. Clark (U.S.A.), Luigi 

Einaudi (Italy), E. Heckscher (Sweden), A. C. Pigou (U. K.), Charles Rist 

`, (France). All five gentlemen have accepted. : 

"The Council had a thorough discussion of. the financial status, financial - 

prospécts, and the policies and possible activities of-the Association. : 

_As to activities, it aas. decided to hold.a round table conference late next ` 
summer on the- general problem of “Monopoly and Competition with Special 
Reference to the Problem of. Monopoly Control.” The size of the conference . 
“will be held small; i.e., to about twenty-five participants. A program com- — a 
mittee under the ‘chairmanship of Professor Edward H. -Chamberlin was 
appointed to take charge of the preparation, under the genéral supervision of 
-the Executive Committee. This Committee has an American branch consisting . 
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. of Mr. Corwin Edwards and Professor Fritz Machlup and a European branch `. 


consisting of a British, French, and Swedish représentative. A copy of the 
latest report by Professor Chamberlin on the plans for thé conference is 
- attached. Professor Chamberlin, who expects to be in Paris throughout -the 
academic year 1950-51, has called a meeting of his Committee for the middle | 
of December which will put the Anishing touches to.the program of the Confer- . 
ence. 

It is possible that the the same time a smaller round table N E on 
the subject of “Comparative Methods of Teaching Economics” will be held. 
UNESCO has started a general project on teaching methods in the social 
sciences and has tentatively offered the I.E.A. a small grant in order to make 
‘a special study on this subject in economics. There was a thorough discussion 
in the Council of the LE.A. and the conclusion was reached that the above- 
mentioned grant would be put to-best use by selecting a small group of econ- 
omists in various countries who- are especially interested in the subject and 
ask them to prepare. papers. This group will then be assembled in a round 
table to discuss their problems and possibly publish the country papers and 
a covering report. 

Apart from the business meetings, four round table discussions. were , held 
_ on the problem of long-range international balance. 

These round tables were based on about fifteen background papers which 
had been distributed, in: advance and will be published by UNESCO in their 
Social Science Bulletin. The discussion was very lively. A summary of the 
discussion has been prepared and will be published along with the-papers. 

Respectfully submitted, 
GOTTFRIED HABERLER, Chairman 
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` REPORT OF OUR REPRESENTATIVE ON THE 
SOCIAL SCIENCE RESEARCH COUNCIL 
EETA of the extent and variedness of the activities of the Social Science. 
` Research Council this past year, attention in this report will ‘be given only , 
to certain of the affairs of the ee which are .of especial interest to the 


economics profession. 
The resources of the Council i been ein by a grant of $60, 000 ‘per 


year over a five-year period from the newly established Ford Foundation, the 


grant to be used for the facilitation of the interchange of information, planning, 
and other co-operative functions'in the field of “human behavior,’ conceived 
as the subject with which psychology, social anthropology, and sociology are 
most directly concerned. The Council has thus shared along with thirteen 


selected universities in the first. -disbursement of funds hy t this newly estab- 


ished foundation. 


During the past year the Council had at its disposal some funds for the 


? 


A 


1 


organization of interuniversity summer research seminars. The purpose of` - 


. ` these seminars is to bring together from various institutions for a few weeks in. 


the summer a number of young scholars interested in exploring carefully a 
field of common interest. Only: such projects as appear. well suited to carry 
` out the purposes of the grant established for this purpose will receive support. 


The funds available are quite limited and the money allowance per man for . - 


~ a small number does not exceed what he might earn during a‘summer term of 
teaching. Last summer economists participated in an old age research seminar. © 


held at Berkeley. Economists also made ‘up nearly the whole of a group at the 
University of Chicago engaged in inquiries into agricultural economics. Should 
several young. economists be interested in exploring intensely (for say six 


weeks) some important subject in economics, such as the role of pressure. | 
`- groups, for example, they may draw up a proposal and submit it to the Presi- 


dent of the Council for consideration. 


It is the hope of those interested in area research that a arse: number of | 
_, economists will become interested in this approach, so important today in 


view of the Point Four and related programs. Economists not well-informed 
concerning this work may secure Council Bulletin 63, Area Research: Theory 


and Practice, by Julian H. Steward. The most successful practitioners in this- 


-` field are those who can combine a sound functional approach with detailed 


knowledge of some area, such as China, a part of Latin America, etc. It would -- 


be of much help to your representatives on the Council if, all economists who 


have detailed knowledge of any area would communicate with the President of: 


the Council and make known their interésts, economic specialties, and areas 
of especial concern. [ft is not possible to glean this information from the 


= Association’s Directory. The combination of functional and area knowledge 


bids to become of increasing importance. Yet the false impression obtains that 
economists are not interested in this approach. 

During the past year the work of the-Committee on Economic Growth dade: 
the chairmanship of Professor Simon Kuznets has made much progress. This 
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ment, will ‘conduct æ conference at Princeton ‘this spring. It is believed that 
the papers being prepared for. this conference-will both give focus to research 
in this field and add considerably to our knowledge. The Committee is sponsdr- 
ing a number of studies, all of which should add greatly to our knowledge of 


_ this largely neglected field of research. 


The attention of the profession i is called once again to the faculty research 


fellowships designed for promising young scholars under thirty-five years of 


age and intended to enable them fo devote no more than: half their time to 
teaching. The number -of thesé fellowships is very small. Their conditions 
have been stated in announcements which have been distributed widely among 
university “administrators and other responsible university personnel, 

A committee on census monographs was established this past year, with the 
cordial acquiescence of the Bureau of the Census. This Committee is engaged 
in assembling suitable monograph subjects to be based upon census data. 
Should members of our Association have in-mind subjects they believe both 


important and suitable in view of census data and classifications, these subjects 


t 


may be suggested to the President of the Council for communication to the 
Committee. These monographs formerly -were an important source of oe 


- tion, but little along this line has been done in recent years. 


Relative to Council committees these facts should be noted. The Committee 


‘on Economic History has been organized as a separate legal entity. The 
. report-of the Committee on Historiography—a report that will be of interest 


to most economists—will appear soon. A report is expected soon from the 
joint Committee on Measurement of Opinion, Attitudes, and Consumer Wants. 


. It is likely that further research in the field of problems connected with aging 
will be sponsored by the Council. As was noted in earlier reports, the projects _ - 


the Committees on Labor Market Research and Housing have under way. are 


of special interest to economists. Last June the Committee on Organization for 
. Research issued a Directory of Social Science Research Organizations in Uns-. 


` versities and Colleges; it is preparing a handbook on problems of research or- 


-ganization in universities, Attention should be,called also to the Russell Sage 


Foundation pamphlet, Effective Use of Social Science Research in the Federal 
Service, a contribution which indicates opportunities for developing relations 


. between social science and government. Studies are under way of financial 


aid for the individual scholar and of the problems involved in the recruitment 


Connie together with a cognate group interested i in techriclogical develop- : 


P 


of outstanding personnel for social science. Inquiries on matters referred to in 


this report may be directed to the President, Social Science Research Council, 


230 Park Avenue, New York. 


Repecruly submitted, ° 
JosePH.J. SPENGLER 


` 


- - ~ 
— - 


-REPORT OF OUR REPRESENTATIVE ON THE BOARD OF THE- 
NATIONAL’ BUREAU OF ECONOMIC RESEARCH . ahs 


During 1950 the National Bureau continued its program of basic economic 
~ research to produce findings of central importance for a foundation of eco- 
nomically tested facts useful for further research and for policy decisions. 
Ten reports were published during the, year, five others were in press at the 


end of the year, and twenty-seven manuscripts were in an advanced HAER, of 


preparation. Several new studies were also projected. 
Titles of the books and occasional papers R during the year are: 


` 


oes 
Taxable ‘and Business iene y Dan T. Smith and J. Keith Butters 


Studies in Income and Wealth, Volume Twelve, by Conference on Research 


in Income and Wealth 


Urban Mortgage Lending by Life Insurance Companies, by R. J. Saulnier . - 


The Impact of Government on Real. Estate Finance- in the United meee, 
by Miles Colean 
- Inventories and Business Cycles, auh Special Reference to M anujacturers 
‘Inventories, by. Moses ‘Abramovitz _ 


OCCASIONAL Pavers 
31 Statistical Indicators of Cyclical Revivals and Recessions, E Catia H. 
` Moore ` 


32 Cyclical Diversities i in the Fortunes of Industrial Corporations, by Thor l 


Hultgren 
‘+33 Employment and Conipeuiaiion in “Education, Bi Ciok J. Stigler 
_ . 34° Behavior of Wage ‘Rates during Business Cycles, by Daniel Creamer * 
_ 35 Shares of U pper Income Groups in Income and Savings, is Simon Kuz- 
nets ` 


One of the books in preparation at the end of the year is What ee i 


during Business Cycles, by Wesley C. Mitchell. This book explains the Na- . - 


tional, Bureau’s objectives in undertaking its comprehensive investigation of 
business cycles; sets forth its basic concepts and methods of measurement; 
describes and explains the great variety of cyclical fluctuations characteristic 


of economic activities; and gives a composite picture of business cycles based 


on empirical observations covering every branch of economic life. 
Studies in an advanced stage of preparation, many of which will be issued 
during the current year, include: five in business cycles; three in income and 


the flow of money; thr&e i in employment, productivity, and the labor market;. 


- ‘four in urban real estate finance; three in agricultural finance; six in corporate 
finance and consumer credit; and three in public finance. 

New studies now well under way include a broad study of the capital re- 
_ quirements of. the American economy,-started in 1949-50 under the direction 
_of Simon Kuznets, Lawrence Klein’s-study of consumption patterns, and a 


a 
i 


F 


poe 
Nj 


, “National Bureau, - = 


- r ` 
a = a . 
int, A . , at ; z 
« + = + x - - 


i SA aa a : 
. ‘ a ri ka 
EA : laa Mas -~ ‘ aa 


r “ cal P 


os “REPORT ON NATIONAL BUREAU oF ‘ BCONOMIC’ RESEARCH , 780l: 


ostudy of. ‘he: role of capital flows in wwiaintaining. equilibrium { in the interna-. 
- tional balance of payments, by Penelope C, Hartland: 


Plans for fiscal research have’ been further: developed, and some ‘new 40 Work. 
Kas been started. The statistical history of the personal income tax, on: which - 
Lawrence H. Seltzer has been working, was, broadened by the addition of a - 


parallel study’ of the corporate income tax by Sergei Dobrovolsky. ‘Daniel / 
. Holland is, attempting to link: statistically the corporate and personal inćome 


taxes. by. fitting corporate earnings into a personal distribution. of taxable in- 
come. George E, Lent is making a study of the ‘changing volume, distribution 
of ownership, and economic effects. of tax exempt secürities. John M. Fire- 


“stone has begun a study of federal- revenues in business cycles.” 


Thomas R. Atkinson has started `a new study of-individual financial invest- ` 


l _- ment in relation to income,’ undertaken i in ee opetan, with: the Universtiy-oF 


Wisconsin. be th 
Plans have recently pee: completed for a eng of government lending, loan 
instrance, and loan guarantees, to be undertaken with the support of a grant.. 
from the Association of Reserve City- Bankers. This study will cover the pres- 
ent magnitude of government. financial. aid in toto and in various segments of 


.-, the economy, compared with financing supplied -by: banks and other private 


agencies;. growth of. government. financing activities in the ‘past few decades; 


kinds of governinent financial services; -the credit experience of federal financ-’ 


ing agencies; and. the impact of federal financing on‘ the economic system. 
-The first meeting of ‘the ‘reorganized Universities-National Bureau aul 


| mittee for Economic Research was held in June, 1950. 


` The third special conference únder the auspices of this Connie, on re- 


` ‘search-in business finance, was held June 19-21, 1950. Papers prepared - for 
this conference and-for-thé ‘preceding conference on research in business cycles 
held in November, 1949, are now being prepared for publication. During the” 


past year a planning committee has been developing a program for another _ 
special conference, to treat regularization of private business investment, 


‘to be held in November, 1951.. 


Thomas R. Atkinson, University of Wisconsin, John. M. Fiiéstone, College 


‘of the City of New’ York; and Penelope C. Hartland, Brown University, were © 


research associates in 1950-51. Lawrence R. Klein continued as research as- 
sociate under a joint arrangement with: Hie Survey, Research . Center of' the 
University of Michigan. 

The undersigned, a member _of the Board ‘of Directors of ihe. National 
Bureau on ‘nomination. of the Association; will,be happy to receive from mem- ` 
bers of the Association -any cc comments or suggestions relating to the work of the - 
oe oo "Respectfully submitted, 
Woche te, gl _ gone! Donato H, WALLACE `- 
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‘FIRST SERIES 


Numbers starred are sold only with ‘the sets; the supply of those double starred is ex- 
hausted. For information apply to the Secretary. 


Volume I, 1886 


f - Price in paper 
1. Report of Organization of the American Economic Association. Pp. 46 $ .50 
2-3. ‘oe She of the Modern Municipality to the Gas Supply. By E. J. James. 
p. 66 J5. 
4, Co-operation in a Western City. By Albert Shaw. Pp. 106 a5 
5. ** Co-operation in New England. By E. W. Bemis. Pp. 136. 75. 
6. ** Relation of the State to Industrial Action. By H. C. Adams. Pp. 85. 75 
Volume H, 1887 ” f 
1. Three Phases of Co-operation in the West. By Amos G. Warner. Pp. 119. 75 
2. - Historical Sketch of the. Finance of Pennsylvania. By T. K. Worthington. Pp. | - 
106. ; 
3. The Railway Question. By Edmund J. James. Pp. 68. 75 
4, ** Early History of the English Woolen Industry. By W. J. Ashley. Pp. 85. 75 
5. ** Mediæval Guilds of England. By E. R, A. Seligman. Pp. 113. 25 
6. Relation of Modern a to Quasi-public Works. By H. C. Adams and 
‘ others. Pp 87. 75 
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Volume I, 1888 
1. Statistics in College, by C. D. Wright; ee and Political onu by F. H. 


- Giddings; The Legal-Tender Decisions, by E T James, Pp. 80 75 
2. Capital and Its Earnings. By John B. Clark. Pp. 6 75 
3. The Manual Laboring Class, by F. A. Walker; Mine ‘Labor in the Hocking Val- 

ley, by E. W. Bemis; Report of the Second Annual Meeting. Pp. 86. - FY de 
4-5. bind Statistics and Economics. By Richmond raed Peas Pp. 127. 1.00 
6. The Stability of Prices. By Simon N. Patten. Pp. 64 al S 


+ 
- Volume IV, 1889 


1. Contributions to the Wages Question: The Theory of Wages, by Stuart Wood; 


Possibility of a Scientific Law of Wages, by J. B. Clark. Pp. 69. 75 
2. Socialism in England. By Sidney Webb. Pp. 73. 75 
‘3. Road Legislation for the American State. By J. W. Jenks. Pp. 83. -75 
4. Third Annual Meeting: Report of the Pro gs. Pp. 123. . 25 
5. **Malthus and Ricardo, by S. N. Patten; The study of Statistics, by D. R. 

' Dewey; Analysis in Political Economy, by W. W. Folwell. Pp. 69. 75 


6. An Honest. Dollar. By E. Benjamin Andrews. Pp. 50. 50 
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à o. DE Volume: V, 1890 r 3 - 


- . Volume XI, 1896 
1-3, ** Race Traits and “Tendencies of the American Negro. By F. L. Honnan, 


E? The Industrial Transition i in Japan. By Yeijro Ono. Pp. 1 H .00 
.2. . Two Essays on Child-Labor. By W. F. Willoughby and Ciare đe Graffensid. - 
: Pp. 150, ; 
3-4. Papers on the Canal Question. By E. J. Jame and L. M. Haupt Pp. 85. - ~ 1.00 
5. History ofthe New. York Property Tax. By J. C. Schwab. Pp. 108. ` 1.00 
6. Educational Value of Political Economy. By S. N. Patten. oe 36.. E 
, o ‘Volume VI, 1891 ; oe 
S 1-2. Fourth ‘Aantal Weening: Reports, Papers, Discussions, . ` `. 10 
3: Government Forestry. Papers by Pinchot, Bowers, and Fernow. Pp. 102. te Geb Ds 
4-5, Municipal Ownership-of Gas i the U.S. By E; W. Bemis. Pp. 185. 1.00, 
6. State PA a Commlsstons By F. C. Clark. Pp 140. . K 75 
Tes , Volume VII, 1892 i — ME 
1. ¥* The Silver Situation in the United States. By F. W. Taussig. Pp. 118. 75 
` 2-3. *™ Shifting and ‘Incidence of: ‘Taxation. ny E. R. A. Seligman. Pp. 424. (Re- ' 
) 2.00 
4s.. Sinking Funds. By Edward A. Ross, Pp, 1 “2 4,00, 
6. The Reciprocity Treaty with Canada of 1854. By F. E. Haynes Pp.70.7- 75. 
E -25t Volume VET, 1893. >> E 
Fifth Aani Meeting: Report of the Proceedings. Pp E ate 
i ms Housing of the Poor in American-Cities. By M. T. Re eynolds. Pp.: 1327 -> 1.00 
‘#5. Public Assistance- of the Poor-in France. By E. G. Balch. Pp. 180. 1.00 ` 
6. First Stages” of the Tent Policy of the U.S. By William Hill: Pe. 102; ose 1.00. 
_ - Volume IX, 1894 Se mo 
Sixth. Annual Meeting: ‘Handbook and Report. Pp. 73.) a “4500, 
1-2. ** Progressive Taxation in Theory and Practice. By Edwin R. A. ee : 
‘Pp. 222. (See 1908, No.4.) ` - 1,00 ` 
3. ** The Theory of Transportation. By C. H: Cooley. Pp. 148. 7.. 75 
- 4 Sir Wiliam Petty. By. Wilson Lloyd Bevan. Pp. 1 ` a 
5-6. ` Papers on Labor Boece By J. a TRR C D Wright, D D. R. SNN A. T 
; pao and J.G . Brooks, Pp. 94 . 15 
Volume X; 1895 í ee eee 
Seventh Annual Meeting ‘Handbook and Report. Pp. 183. “50 
© 4-3; The Canadian Banking System, 1817-1890. By R. M. Breckenridge. Pp. 478. 1.50 _- 
4. Poor Laws of Massachusetts and New York. By John Cummin Bib 136. 75 
~`5-6. -Letters of Ricardo to McCulloch, 1816-1823. Edited by 7. ollander. Pp. ~. +: 
`> * 204, (In cloth, omy » 1.75 


. Pp, 330. : Go eee 
ES Ap BE and Interest. By Irvin “Fisher, Pp. 110. E sas > 
Index to` eG I-XI (1886-1896). a se a aaae, 


ECONOMIC STÙDES `.” 
~ ($2.50 per volume) i ae ‘oy 
Volume I, 1896 Ti ; 


= re Aniar Meeti: Handbook and Report. Pp. 78. sor, 


-1. The Theory of Economic Progress, Clark; The Relation of Changes in 


b 
the Volume of the Currency to' eA er e by 'F. A, Walker. Pp. 46. 50, 


. -2.. The Adjustment of Wages to Efficiency.. Three Papers: Gain Sharing, by.H.. R’ 
f - Towne; The Premium Plan, by F. A. Halsey ; A Piece-Rate SYBE by F. 
j - W. Taylor. Pp. 83. -50 


3. ** The Populist- Movement. By Frank oe McVey. Pp. 81. SO: 


_ 4. The o Monetary Situation, By. W. Lexis; translated by Jota Cummings. $ 
- 4 50 
56.. Toe Stréet Railway Problem in Cleveland By W. R- Hopkins. Fp: 94, 75 


£ 


. “Third Series” of the publications at quarterly ntervals, 
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oe In: 625. l ' 2.00 


eoa 7 ppp! SERIES” “oo 
Note—During "1896-1899 the Association issued its blications in two series, vis., the 


lar intervals. In 1900 it reverted to tke policy of issuing fs EE now called -the 
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. Price per volume, pe 
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Podi a Volume I, 1900 


a 2 Twelfth. Annual Meeting: Papers on Economic "Thisory, anid Political Morality; 


..Trusts; .Raflroad Problems; ` Public Finance} Consumers’ - League e;. Twelfth 
“Census.” Pp. ` 


186, ° a $ ~ 1.00 i . 

os ** The End of Villeinage in England. By T. W. Page. Pp. 99. T We ` 1.00 
"3. -Essays in Colonial Financè. By Members of-the Association. Pp. 303. 1.50 - 
4 


** Currency and Banking in the Province. of Massachusetts Bay. By A.’ McF. 


“Volume 1, 1901 
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l ` Volume fig 1897 ee a ee ee 
Ninth Anitai Meeting: Handbook and Report. Pp. 162. . ` "3, 7 S$ 50 - 
1. - Economics and Jurisprudetice. By Henry C:. Adams, Pp. 48 Po og <n 50 
2. The Saloon, Question in Chicago. By John E. George: Pp. 62; reyes tte a, Hs ae 
3. .The General Property Tax in California.. By C.-C. Plehn. Pp. 88 50 . 
4, “Area and- coon prea of the United States at the Eleventh Census: “Byw, F: wu: ae 

f 60: a 
5 A Discussion Concerning the saan of the ‘British Plantations. in America, l i 

étc. By William Douglass. Edited by C. J. Bullock. Pp. 228. -50 
6., Density and Distribution `of ae in the United States at the Eleventh Cen- „< 
`u SUB. a 1 a + +490 
7 | Volume TH, 62 oe ee 
. Tenth Annual Meeting: Handbook and Report: Pp. 136, - , © = 450 
i.. Government by Injunction. By William H. Dunbar. Pp. 44 a 50 
2. Economic Aspects of Railroad -Receiverships. By H.H. Swain. Pp. ue , 507 
3: Thè Ohio Tax Inquisitor Law. By T. N. Carver. Pp.. 50. 248% 380 
4. The American Federation of Labor. By Morton A. “Aldrich Pp. 54. E -30 
5. Housing of the Working People in Yonkers, By E. L. Bogart. Pp. 82. - .50 
6. The State Purchase of gg ‘in Switzerland. By Horace seem translated : toast 
i ao eee : z 7 + 0 
"Volume FV, 1309 : tS 
_ Eleventh E 1 Mesting: Handbook and Report. Pp, 126. ae . 80. 
1. I. Economics and Politics. By A. T. Semele he ee on d Currency J Reform. F 
ae IIT. Report on the Twelfth „Census. Pp. 7 l are! 
- 2." Personal Competition. By Charles H.. Cooley. Pp: 104. - ee ee ae 50 
-3.- Economics as a School Study. By.F. R. Clow. Pp. 72. 2 50 
4-5. The English.Income Tax. By J: A. Hill. Pp. 162 1:00 
6. Effects of Recent Changes in Monetary Standards upon the Distribution of - 
7 Me ae S. Kinder. Pp. 9o a 50 
l The Cotton Industry. By M-B. ‘Hammond. Pp. 382. - -~ ~ 5 ASO? 
A faa tore at Method of the Twelfth Census. Critical discusaion by over sr twenty. sta 


bimonthly Economic Studies, and the “New Series’ of larger monographs printed at irregu- 


= SO S “Davis, Part T: Currency. Pp, 464 + 91 photograwgme plates. 1.75" 
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1. -w+ Thirteenth “Annual Meeting: Papers on Competition; Commercial ere i. A - 


` Economic Theory; Taxation of. Quast -public Corporations Municipal Ac- ° _ 
7+. counts, Pp, 300 1.25 


-_ ee yt 43 


` 


_ 25. Currency and Banking. By A, MeF. avis. Part-II: Banking. Pp. 341 + 18 a 
' "photogravure plates - 175 

3. ** Theory of Value before Adam Sinith, By Hannah R. Sewall Pp. 132. -41.00 - 
A. ipa aa aad re ae -By F. R. Clow. Pp. 1 144, ~ > 100 
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-o Volume TH, 1902 


Ponien ER Meeting: Papers on International Trade; Industrial Policy; 


Public Finance; Protective Tariff; Negro Problem; Arbitration of Labor 
Disputes in Coal Mining Industry; Porto Rican Finance; Economic His- 
tory. Pp. 400. 

** The Negro in Africa and America. By J oseph A. Tillinghast. Pp. 240, 

Taxation in New Hampshire. By M. H. Robinson. Pp, 232. 

** Rent in Modern Economic Theory. By Alvin S. Johnson: met 136.. 


Volume IV, 1903 


“Fifteenth Annual Meeting: Papers and Discussions on Reonemic and Social Prog- _ 


ress; Trade Unions and the Open Shop; Railway Regulation; Theory of 
Wages; Theory of Rent; Oriental Currency Problem. Pp. 298. 
Ethnic Factors in the Population of Boston, By F. A. Bushee. Pp. 171. 
History of Contract Labor in the Hawaiian Islands. By Catharine Coman. Pp. 74. 
** The ogg in the Commonwealth of the United States. By Delos O. 
134. 
ee V, 1904 


Sixteenth Annual Meeting. bites and aggre published in two 


parts. 
. Part I-—-Papers and Discussions on Southern Agricultural and Industrial Prob- 


lems; Social Aspects of Economic Law; Relations between Rent and Inter- 
est. Pp. 240. 


- Part [-—~Papers and Discussion on The Management of the Surplus Reserve; - 


Theory of Loan Credit in Relation to Corporation Economics; State Taxa- 
_ tion of Interstate Commerce; Trusts; Theory-of Social Causation. Pp. 203. 
eu acer Combinations. in the German Coal Industry. By Francis Walker. 


Pp. 3 
* The aha of Farm Machinery on Production arid Labor. By Hadley Win- . 


field Quaintance. Pp. 110. 
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Volume VI, 1905 


‘Papers and. Proceedings published in two parts, 

Part I-~Papers and Discussiohs on the Doctrine of Free Trade; Theory of Prices; 
‘Theory of Money; Open Shop or Closed Shop. Pp. 226. 

Part If-—Papers and Discussions on Government Interference with Industrial 
Combinations; Regulation of Railway Rates; Taxation of Railways; Prefer- 
ential Tariffs and eciprocity; Inclosure Movement ; Economic ‘History of 
the United States. Pp. 270. 

** The History and Theory of Shipping Subsidies. By R. Meeker. Pp. 230. 

Factory Legislation in the State of New York. By. F. R. Fairchild. Pp, 218. 


`- ~ Volume VII, 1906 


Eighteenth Annual Meeting: Papers and Discussions on The Pass of Wealth and 


the Public Service;-Theory of Distribution; Governmental Regulation of 
Railway Rates; Municipal Ownership; Labor Disputes; The Economic 
' Future of the Negro. Pp. 325. 
Railroad Rate Control. By H. S. Smalley. Pp. 147. 


On Collective Phenomena and the Scientific Value of Statistical Data. By E, G. F. | 


Gryzanovski. Pp, 48.- e 
Handbook of the Association, 1906. Pp. 48. 
The Taxation of the Gross Receipts of Railways in Wisconsin. nee G. E.-Snider. 


Pp. 138. 
Volume VO, 1907 


Nineteenth: Annual’ Metig: Papers and Discussions on Modem “Suaiamrdacer 
. Business Honor; Wages as Determined by Arbitration; Commercial Edu- 


cation; Money and Banking; Western Civilization and Birth Rate: Eco- ` 


` nomic History; Government Regulation” of Insurance; Trusts and Tariff; 
Child Labor. Pp. 268. ` 
Historical Sketch of the Finances and Financia: Poligy of Massachusetts from 
- 1780 to 1905. By C. J. Bullock. Pp. 144, 
Handbook of the Association, 1907. Pp. 50.. ` 


_ The Labor Legislation of Connécticut. By Alba M. Edwards, Pp, 322. 


The Growth of Large Fortunes. By G. P - Watkins. st 170, 


$1.50 
1.25 
1.25 
75 


1.00 
1.25 
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l Volume IX, 1908 i ae 
Handbook of the Association, 1908, Pp. 49. - $ .25 
1. Twentieth Annual Meeting: Papers and Discussions on Principles of Government 
Control of Business; Are Savings Income; Agricultural Economics; Money 
and Banking; Agreements i in Political Economy; Labor Legislation; Rela- 
tion of the Federal Treasury to the Money Market; Public Service Commis- 


sions., Pp. 311. 1.25 
2. Chicago Traction. By R. E. Heilman. Pp. 131. . 1.00 
3. Factory Legislation of Rhode Island. By J. K. Towles. Pp. 119. 1.00° 
4. ** Progressive Taxation in Theory and Practice. Revised Edition. By E. R. A. : 

Seligman, Pp, 334. 1.25 


, Volume X, 1909 


1. Twenty-first Annual Meeting: Papers and Discussions on The Making of Eco- 
nomic Literature; Collective Bargaining; Rotnd Table on Accounting; 
Labor Legislation; Employers’ Liability; Canadian Industrial-Disputes Act; 
Modern Industry and Family Life; Agricultural Economics; Transportation ; 
Revision of the Tariff; A Central Bank; The National Monetary Commis- _ 
sion; Capitalization of Public Service Corporations i in Massachusetts. Pp. 


432. 1.50 
2. Handbook of the Association, 1909. Pp. 59, i - 25 
3. The Printers. By George E. Barnett. Pp. 379. r 1.50 
4. Life Insurance Reform in New York. By W. H. Price. Pp. 95. 75 


~ Volume XI, 1910 


1, Twenty-second Annual Meeting: Papers and Discussions on History of the Asso- 
ciation; Observation in Economics; Economic Dynamics; Theory of Wa es; 
Country Life; Valuation of Public Service Corporations; PRE; Taxation. 


Pp. 3 
2. s Handbook. of the Association, 1910. Pp. 79. / 25 
3. The Child Labor Policy of New Jersey. By A. S. Field. Pp. 229. 1.25 
4. 


The American Silk Industry and the Tariff. By F. R. Mason. Pp. 178, 1.60 


THE ECONOMIC BULLETIN 


Published quarterly in 1908, 1909, and 1910, and containing personal notes, news of 
the economic world, announcements of special lines of investigation, and a classified and 
annotated oe shy of the current books and arcs on economic subjects. . 


Volume our numbers. $2 00; each .60 
Volume T o Four numbers. $2.00; each .60 
Volume I, 1910. Four numbers. - i $2.00; each .60 


. FOURTH SERIES - 


Volume I, 1911 


The American Economic Review, **March, June, September, and December; each, 1.00 
Twenty-third Annual Meeting: 

Papers and Discussions on the Significance of a Comprehensive System of 

Education; Money and Prices; The Ricardo Centenary; Accounting; Canals 

and Railways; Population and Immigration; Labor Legislation; Taxation; 

A Definition of Socialism; Competition in the Fur Trade. Pp. 388. 1.50 - 
. **Handbook of the Association, 1911, et 25 


Volume II, 1912 
The American Economic Review, March, June, September, and December; each, 1.00 
Supplement.—Twenty-fourth Annual Meeting: 
Papers and Proceedings. The Economic Utilization of History; Tariff Legis- 
_ lation; The Federal Budget; Rural. Conditions; Selection of Population by 
Migration; The Price Concept; 'An International Commission on the Cost 
of Living; Industrial Efficiency. Pp. 146. 1.25 


i Volume TI, 1913 
The American Economic Review, March, June, ** September; and ** December; each, 1.25 
l Supplement. —Twenty-fifth Annual Meeting: 


Cai 
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~- 


l Papers and Proceedings, ‘Population or Prosperity; The Risin Cost. of Liv- 


ing—Standardizing the Dollar; Banking Reform; Theorles of Distribution; $1.25 


Farm Management; Governmental Price Regulation. ‘Pp. 155, 


a i= ansear of the Association, 1913.. TE 


Volume IV, i914 


The American Economic Review, March, June, September, and ee each, 
Supplement. —Twenty-sixth Annual Meeting: ; 
-, Papers and Proceedings. The Increasing Governmental Control of Economic 
Life; The Control of Public Utilities; Railroad Rate Making; a 
Trust Decisions and Business, Pp. 211. - 

Supplement.-Handbook of the Association, 1914. 


Volume: V, 1915 


p= 


50 


1.25 


“428: 
78 


- The American Economic Review, March, June, September, and ** December; each,. 1.25 
ting: 


ee e E Annual Meetin 
Papers and Proceedings. Economics and the Law; Regulation of'the Stock - 
Exchanges; Market Distribution; Statistical Work of the United States 
Government; Relation of Education:to Industrial Efficiency; The Effect of 
Income and Inheritance Taxes on the Distribution of Wealth’ Public Regu- 
maior of Wages. Pp. 323. . 


Volume Vi, 1916 
The Amèrican Economic Review, ** March, ** June, Septembar and ** December; 


each, 

+*+ Supplement.—Twenty-eighth Annual Meeting: 
Papers and Proceedings, The Apportionment of Representatives; Effect of 
‘the War on Foreign Trade; Budget Making and the Increased Cost of 
_Government; Economic Costs of War; Economic Theorizing and Scientific 


Progress; The Role of Money. in Economic Theory; Price Maintenance; .- ; 


l Investment of Foreign Capital.. Pp. 248. 
Supplement —Handbook of the Association, 1916. . * 4 


Volume VI, 1917. i 
The American Economic Review, March, June, September, and December; ‘each, 
Supplement.—Twenty-ninth Annual Meeting: 
Papers and Proceedings. The National Point of View in Economics; Landed 


in Iowa; The Land Problem and Rural Welfare; The Federal Farm Loan 
’ Act; Statistics of the Concentration of Wealth; Gold Supply at the Close 
of the War; Loans and Taxes in War Finance; Problems of Population 
after the War; Some Phases of the Minimum Wage. Pp. 275. ; 
“Supplement. -—Index to ‘the Publications, 1886-1910. 


~ 


: Volume VII, 1918 . 


The American! Pinomi Review, March, June, September, and ** December; -each, 
Supplement.—Thirtieth Annual Meeting: 


Papers and Proceedings. Economic Reconstruction; Federal Taxes upon In- - 


- come and Excess Profits; Land Utilization and Colonization; Federal Valua- 
tion of Railroads; Co-ordination of Employment Bureaus; Control of the 
Acquisition of Wealth; Motives in Economic Life; Price-Fixing; Problems 
ae oe Efficiency ; Economic Alliances ' and Tarif cs aaa 

31 z P 
Volume IX, 1919 = 
The American Economic ‘Review, ** March, ** June, September, and December 


tt Supplement Panty ae Annual Meeting: Í 
Pepers and Proceedings. EOR in Public Service; Interest on Invest- 
ment a Manufacturing Cost Factor; Control of Marketing Methods and 
Costs; War and the Supply of Capital; War and the Rate of Interest; Index 
of the Cost of Living; Securing the Initiative of the Workman; A Legal Dis- 
_missal Wage; After-War Gold Policies; Foreign Exchange; Stabilizing the 
- Dollar; Tenancy of Landed Property ; Price-Fixing; Economic Theory in an 


3 


Era of Readjustment; Psychology and e The ne Door and 


ste 
~ 


Property; Two Dimensions of Economic Productivity; Some Social Surveys 


1.25. 


1.25. 


. 1.25 


ae 


125 


. 1.25 


-35 


1.25 
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Papérs and Proceedings. Decline of Laissez. Faire: Small Loan Business; So- 
cial and Economic Aspects of Chain Stores; Russian ‘Economic Situation; 


Trustification and Economic Theory; Persistence of the Merger Movement; ' 


Program of the Federal Farm Board; Social Implications of Restriction of 
Agricultural Output; Land Economics and Real Estate; Institutionalism— 
What It Is and What It Hopes to Become; An Approach to World Eco- 
nomics; International Industrid] Relations—Migration of Enterprise and 
Policies Affecting It; World-Wide Depression of 1930; Present Depression— 
A Tentative Diagnosis; Power and Propaganda; Failure of Electric Light 
and Power Regulation and Some Proposed Remedies. Pp. 302. 
Supplement No. 2.—Handbook of the Association, 1931. 


“Volume XXII, 1932 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-fourth Annual Meeting: 


811 


Papers’ and Proceedings. Private Enterprise in Economic History; Shorter _ 


Working Time and -nemployment; Quantitative Economics; Theory of 
Technological Progress and-the Dislocation of Employment; Measurement 
of Productivity Changes and the Displacement of Labor; Stabilization of 
Business and Employment; Principle of Planning and the Institution of 
A Laissez Faire; Institutional Economics; Elasticity of Demand as a Useful 
Marketing Concept; Investments of Life Insurance Companies; Real Estate 
in the Business Cycle; Investments and National Policy of the United States 
in Latin America; Recent Changes in the Character of Bank Liabilities 
and the Problem of Bank Reserves; Bank Failures in the United States; 
Transportation by Rail and Otherwise ; Our Changing Transportation Sys- 


tem. Pp. 306.’ , l 
Volume XXIII, 1933 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-fifth Annual Meeting: - 
Papers and Proceedings. Rise of Monopoly in the United States; Record of 
Insurance in the Depression; Some Theoretical Aspects of Unemployment 
Reserves; The Economics of Unemployment Relief; American Economic 
Thought; Formation of Capital; Measurement and Relation to Economic 
Instability; Size of Business Unit as a Factor in Efficiency of Marketing ; 
Reserve’ Bank’ Policy and Economic Planning; Federal Reserve Policy in 
World Monetary Chaos; Tariff Reform: The Case for Bargaining; Specula- 
tion in Suburban ‘Lands; Real Estate Speculation and the Depression. Pp. 
206, 


Supplement No. 2 Handbook of the Association, 1933. 


: Volume XXIV, 1934 
The American Economic Review, **March, June, September, and December; each, 


** Supplement.—Forty-sixth Annual Meeting: 


Papers and Proceedings. The History of Recovery; Public Utilities in the 
Depression; Imperfect Competition ; Fundamentals of a National Transpor- 
tation Policy; Correlation of Rail and Highway Transportation; Marketing 
under Recovery Legislation; Economics of the Recovery Act; Measurement 
of Unemployment; Controlled’ Inflation; Banking Act of 1933—An Ap- 
praisal; Some Statistics on the Gold Situation; The Problem of Tax Delin- 
quency; The Problemi of Expanding Governmental Activities; The Eco- 
nomics of Public Works, Pp. 224. 


Volume XXV, 1935 ` ‘ 
The American Economic Review, March, June, Septemb®r, and December; each, 


‘Supplement.—-Forty-seventh Annual Meeting: 


Papers and Proceedings. NRA Examined; Ratecmaldne Problems of TVA; 
-New Deal and the Teaching of Economics; Paths of Economic Change; 
_ Business Enterprise and the Organization of Production; ‘Changes in the 
_ Character, Structure, and Conditions of Production; International Aspects 
of Problems of Production and Trade; International Movements of Capital; 
í Our Commercial Banking System; Aspects of Co-ordination and Finance; 
Some Lessons’ Drawn from European Experience; Nationalism; Security 


Regulation and Speculation; Monetary Stabilization from an International vs 


1.25 


1.25 
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Point of View: Ua Stabilization oe a National, Polit of View: De- 
‘centralization of Population and Industry; Co-ordination of State and Local ae 
‘. Finance; Relief -Aspects of the New Deal; Unified Propran for the Unem- De S 
o'o ployed. Pp. 240. 7 | $125 5, te 
— ` Volume XXVI, 1936 i AEN N 
The American Economi Review, March, June, September, and -December ; each, 1.25 age Se 
Supplement.—Forty-eighth Annual Meeting: + | 
Papers and Proceedings. Some Distinguishing eee ie of the Current E i 
Recovery; Price Theories and Market Realitiea; Notes-on Inflexible Prices; 
Effect of the Depression upon Earnings and Prices of Regulated and Non- . 
~ regulated Industries; Size of Plants in. Its Relation to Price Control „and 

.? 7 Price Flexibility; Requisites of Free Competition ;;Monopolistic Competition 
-and Public Policy; Banking Act of 1935; Recent’ Legislation and the Bank- - 

-ing Situation; Economic Aspects of an Integrated Social Security Program ; 
Capital” Formation; Trade. Agreements Program and American Agriculture; , 

a - Founding and Early History of the American Ecohomic Association; Devel- 
opments in Economic Theory; Federal Revenue- Act of 1935; Relations 
between Federal, State, and Local Finances; Eq alization. of Local Govern- 
ment Resources; Adjustment to Instability; Transportation Problems; Fifty 
Years’ Developments i in Ideas of Human Nature and a Motivation; Institu- 
tional Economics; -Place of Marginal. Economics in‘a “Collectivist System ; 
Problém of Prices and Valuation in the Soviet System; Effects of New Deal -| 
Legislation on Industrial Relations; Report .of the Fiftieth Anniversary < |: 

“Oo Dinner. Pp. 350. MES (+. ae es 

E Supplement No. 2 ‘Handbook of the Association, 1936. . _ i 2.00. 


Volume XXVI, 1937 


The- ae ‘Economic Review, Tae June, September, and ‘December; each, - 
. Supplement. —Forty-ninth Annual Meetin 

Papers and Proceedings. Enori Interdependence, Present and Future; 

Quantitative and Qualitative Changes in International Trade During. the 

Depression; Current Tendencies in Commercial Policy; Trade Problem of 

- the Pacific; Analysis of the Nature of American Public Debts; Limits to 

- . Possible Debt Burdens, Federal, State, and Local; Debt Retirement and the», 

- Budget;- United States Debt—Distribution among Holders and Present. , 
-Status; Federal-State Unemployment Compensation Provisions of the’Social - ~ 
Security Act; Unemployment Relief and Insurance; Economic: Problems i 

. Arising from Social Security -Taxes and Reserves; The Situation of Gold - 
7 ° Today in Relation to World Currencies; Mechanisms and Objectives for the. 
_ . ` Control ‘of Exchange; The Adequacy of “Existing Currency Mechanisms 
Under Varying Circumstances; Present Situation of Inadequate Housing}. > , 
Financing of Housing; Some Economic Implications of Modern Housing; ` ` 
_ |. Managed Currency; A Critique of Federal. Personnel Policies as Applied to- < 
-` Professional Social Science Positions; New Opportunities for Economists 

- _ and Statisticians in Federal Employment; Government Employment -as a 

Proféssional‘ Career in Economics; ' Indicia. of Recovery; Housing and ` 

Housing Research;. Distribution of Purchasing Power and Business Fluctua-’ 

tions; Forecast. of "Power Development; The Possibility of a Scientific Elec- 

trical Rate System; Co-ordination of Public and Private Power Interests in. 
’ European Countries; Recent Developments in the Theory of Speculation; 
Control. of Speculation’ under the Securities Exchange Act; Unorganized 
eee the Possibility ‘of Control. -Pp. 333. 1.25 


\ 
. > Volume XXVII, -1938 ee i 
‘The American Economie Review, March, June, September, and. December; ‘each, 1.25 
Supplement —-Fiftieth Annual Meeting: 
oh es - Papers and Proceedings. The Significance of Marxian Economics for Present- ` 

.. day Economic Theory; The Significance-of:Marxian Economics for Cur-. 

‘rent Trends of Governmental Policy; The Rate of Interest; Security Mar- TE CS 
kets and the Investment Procéss; Relation of Price Policy. to Fluctuations ~ . | 
of Investment; General Interest Theory; Rate of Interest; Security Regula-. . -` : | 
tion; Corporate- Price Policies; Fiscal Policies; Rate of Consumption ; nee 

' Wage Rates; Sócial Security Program; Rate of P PEE Durable ` : 
Consumers Goods; Wage Policies. Pp, 192. - : 1.25- n 

Stephen No. 2.—Handbook of the aaa 1938, ae ae e ae 





- 





ad 





a = . t 
m 


1 


‘ia PUBLICATIONS OF THE AMERICAN ECONOMIC ASSOCIATION _ 813 
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‘Volume XXIX, 1939 | = v 
“The ‘American Economic Review, **March, ae September, and ‘December. 7 


each, $1.25- 
Supplement —Fifty-ñrst Annual Meeting: - l 
Papers. and Proceedings. Problem of Industrial Growth i in a Mature Econ-.” 
omy; Effects of Current and Prospective Technological Developments T , 
‘Capital Formation; Public Investment in the United States; Expansion and 
Contraction in the American Economy;. Effect of Industrial and Techno- - 
` logical Developments upon Demand for Capital; Role of Public Investment 
: ‘and Consumer. Capital Formation; Income and Capital Formation; Price 
‘. - and Production Policies of Large-Scale Enterprise; Changing Distribution 
_ Channels; Financial Control of. Large-Scale‘ Enterprisé; Pure Theory of 
- Production; Changing Character of American Industrial. Relations;. Wages 
and Hours in Relation to Innovations and Capital Formation; Effect of 
? Wage Increase upon Employment; Relation of, Wage Policies and Price 
Policies; An Appraisal of Factors Which Stopped Short the Recovery De- - 
velopment in the United States; Fiscal Policy in the Business Cycle; An 
Appraisal of the Workability. of Compensatory Devices; Divergencies in the, 
i -Development of Recovery in Various Countries; Factors Making for 
” Change, in. a of Business Cycle; Industrial Relations. Pp. "280. 1.25 


‘ Volume XXX, 1940 


The American. Economic “Review, March, June, September, and December; each, 1.25 
**Supplement.—Fifty-second Annual Meeting: > 
Papers and Proceedings. Objectives of Monetary Policy; Economic Issues - 
in Social Security Policy; Bank Deposits and the Business Cycle; Problems 
_in the Teaching of Economics; Price Control Under “Fair Trade” Legisla- 
tion; Problems of American. Commercial Policy; Transportation Problem;, 
Preserving Competition Versus Regulating Monopoly; Theory of Interna- 
‘tional Trade; Collective- Bargaining and Job Security; Banking ‘Reform `- 
7 Through Supervisory Standards; Incidence of Taxation; Economic Plan- ` 
=e, ning; Growth of Rigidity in Business; Economics of ‘War; Population 
i era Cost Functions and Their Relation to Imperfect Competition. 
436 S 
ie No. 2-~Handbook of the Association, 1940. - 7 ~ a 2.00 
No. 5 (February, 1941) a : 
Fifty-third Annual Meeting (December, 1940) : ` 
Papers and Proceedings. Gold and the Monetary SEE Eċonomic Re- 
search; Federal Budget; Economic Consequences of Deficit Financing; -7 
Teaching of Economics; Agricultural Situation; A Review. of Fundamental . 
Factors,‘an Evaluation of Public Measures, and an Appraisal of Prospects; 
Status and Role of Private Investment in the American Economy, 1940; 
. Unemployment i in the United States, 1930-50; Economic Consequencés of 
.War Since 1790; Some Economic Problems of War, Defense, and: Postwar 
= Reconstruction ; United States in the World Economy,. 1940; International 
X Economic Relations and Problems of Commercial Policy; Price Policy and, > 
Price Behavior: Pp. 458. ; -1.25. 


; Volume XXXI: 1941 p 
The Anerian, Ponce Review, March, June, **September, and December each, 1.25 


l i Volume XXXII, 1942 


The e Economic Review, March, June, **September, and December; eck 1.25 
Supplement —Fifty-fourth Annual Meeting: 
Papers and ‘Proceedings. Economic Aatomi After Wars; Problems of - 
Taxation; Determinants. of Investment Decisions; Problems of Interna- 
tional Economic: Policy for the United States; History of American Cor- ~ 
_.porations; Problems of Labor Market Research; Co-ordination of Federal, : 
State, and Local Fiscal. Policy; Technical Aspects of Applying a Dismissal 
` Wage to Defense Workers; Problems of International Economic Policy; : - 
Impact of National Defense and: the War upon Public Utilities; Future of 
Interest Rates; Effect of Managerial-Policy upon the Structure of American | 
Business; Econòmic Effects of Wars; Economic Aspects of Reorganization , 
Under the Chandler Act; Economics of Industrial Research; Objectives in 
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Applied Land Economics NE, Changing Position of the Banking Sys- _ 


tem and Its Implications for Monetary Policy; Determination of Wages; 
Economic Problems of American Cities; Cost and Demand Functions of 
the Individual Firm; Problems -of Price Control; Effects of the War and 
Defense Program upon Economic Conditions - ‘and Institutions; Trade 
Unions and the Law. Pp. 534. 


Supplement No. 2.—Papers Relating to the ‘Temporary -National Economic Com- 


A 


mittee. Pp. 135. 


_ . Supplement No.3 Directory, Pp. 198. _ 


Volume XXXII, 1943 


The American Economic Review, ** March, June, September, and December} each, 
_ Supplement—Fifty-fifth Annual Meeting: 


i 


Papers and Proceedings. Economic Claims of. Government and of Private 


Enterprise; Our Industrial Plant When Peace. Comes; Financial and Gov-. 


ernment Contract Adjustments of Industry at the End of the War; Prob- 
lems of Public Policy Raised by Collective Bargaining; Our Labor Force 


“ When Peace Comes; Price Control and Rationing;, Case Studies in -Pricé 


Control; Restoration of International Trade; Future of International 
Investment: International Financial Relations After the War; Economic 
Regionalism and- Multilateral Trade; Bases of International Economic 
Relations; aay Commodity Agreements, Pp. os a5: 


Volume XXXIV, 1944 . 


- The American Economic Review, March, J une, September, and ‘December; each, 
Supplement.—Fifty-sixth Annual Meeting: 


~ 


-” 


~ Papers and Proceedings. Political Science, Political Economy, and Vahies; 


Educational Function of Economists and Political Scientists;. Public Ad- 
ministration of Transportation under War Conditions; How Achieve Full 
and Stable Employment; Incentive Problems in Regulated. Capitalism ; 


- Postwar Labor Problems; Social Security; Postwar Legal and ‘Economic 
Position of American Women; Postwar Domestic Monetary Problems;. 


Economic Organization of Welfare;. International Trade; Regional: Prob- 
lems; International Monetary Problems. Pp. 440 + 16. 


"Supplement No. 2.—Implemental Aspects of Public Finance. Pp. 138. 


Volume XXXV, 1945 


"The inean Economic Review, March, June, September, ‘and December; cach, 
S (May) —Fifty-seventh Annual Meeting: 


‘The American Economic Review, March, **June, September, and December; each, 


Papers and Proceedings. Consumption Economics; Expanding Civilian Pro- 


duction and Employment After the War; Natural Resources and Inter-. 


national Policy; Interdepartmental Courses in the Social Sciences; Price 
Control and Rationing in the War-Peace Transition; Organized Labor and 


- the Public Interest; Aviation in the ‘Postwar World; International Mone- 


tary and Credit Arrangements; Agricultural Price Supports and Their 
Consequences; Political Etonomy . of International Cartels; Fiscal Prob- 


i lems of Transition and Peace; Problems of Regionalism ‘in the United 
States; Food and Agriculture--Outlook and Policy; Function of Govern- . 


ment in the Postwar American Economy. Pp. 520 + 16: \ 
Volume XXXVI, 1946 . 


S (May) —Fifty-etzhth: Annual’ Meeting: 


. Papers and Proceedings. Problem of “Full Employment”; American Econ- 
omy in the Interwar Period; Postwar Labor Relations; Monetary Policy; 
Changing Structure of the "American Economy; Economic Problems of 
Foreign. Areas; Publication of an Annual Review of Economics; New 
Frontiers in Economic’ Thought; Postwar Shipping Policy; Monopoly and 
Competition; Postwar Tax Policy; ; Postwar Reilroad Problems; Inter- 
national Investment; Recent Developments in Public Utility R tion; 
International Cartels; Econ orii Reséarch; SIAE of Focusing | nomic 


1.25 


Tie i n 
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aa 
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Opinion on Questions of Public Policy fee Monetary, ia Price 
-Supports) ; Undergraduate Teaching of Economics. Pp. 960, 


‘Supplement No. 2—Handbook. Pp. 143, l ney 


E Volume XXXVII, 1947. 


The American Pioioi Review, **March, **June, September, and December: each, 
Suppen (MayJ.—-Fifty-ninth Annual Meeting: 


Papers and Proceedings. Employment Act of 1946 and a System of Na- 


tional Bookkeeping; Social and Economic Significance of Atomic Energy; - 


`. 815 


` $1.25 


2,00. 


1.25 - 


Public Debt: History, Effects on Institutions and Income; Economic Fore-. . 


casts, and Monetary Aspects; Role of Social Security in a Stable Prosper- ` 


ity; Economic Outlook; Economy of the U.S.S.R.; Domestic versus Inter- 
national Economic Equilibrium ; Prices: Wartime Heritage and Some Pres- 
ent Problems; Bankin Problems; Productivity in the American Economy; 
International Trade - Oralin: Vital Problems in Labor Economics; 
Transportation and Public Utilities Problems; Housing Problems; Eco- 
nomic Research; Changing Character of Money. Pp. 781. 


A Volume XXXVIII, 1948 ` 


The American Economic Review, **March, **June, September; and December; 


**Supplement (May).—Sirtieth Annual Meeting: 


Papers and Proceedings. Economic Theory of Imperfect Gompetiian, Oli- 
gopoly, and Monopoly; Role of Monopoly in the Colonial Trade and Ex- 
pansion of Europe; Progress of Concentration in Industry; Does Large- 


Scale: Enterprise Result in Lower Costs; Sherman Act and the Enforce-. 


ment of Competition; Patent Policy; A Consideration of the Economic 
and Monetary Theories. of J. M. Keynes; Keynesian Economics: The 


- Propensity to Consume and the Multiplier, and Savings, Investment, and’ 


Wage Rates; Economics Collides with Ethics; An Appraisal of the Taft- 
Hartley Act; Fiscal Policy in Prosperity and Depression; Problems of Tim- 
ing and Administering Fiscal Policy in Prosperity and Depression; Trans- 
portation and Public Utilities; Futility of ene National Pro- 
ductivity. Pp. 591. . i 


i Volume XXXIX, 1949 ` 


The American Economic Review, **March, **June, September, and December; each, 
Supplement (No. 1—-January) —-Directory. Pp, 343.t 
Supplement (No. 3-~-May).—Sixty-first Annual Meeting: 


Papers and Proceedings, Commemoration of the Centenary of the on 


mmis Manifesto—The Sociology and Economics of Class ‘Conflict; . 


_Current Research in Business’ Cycles; Interregional Variations in Eco- 
nomic Fluctuations; Economic Research; Economic Consequences of 
Some Recent Antitrust Decisions; Theory and Measurement of' Price 


Expectations; Input-Output Analysis ànd Its Use in Peace‘and War Econ- 


omies; Liquidity and Uncertainty; Problems of the ITO; Commodity 
Marketing—-Going Where; John Stuart Mill—Centennial Appraisal; Pos- 
sibilities for a Realistic Theory of Entrepreneurship; Economics_of Pre- 
paredness for War; Present Issues of the Latin-American Economy. 


a Pp. 537. 
: j This issue is not included i in the price of the volimme, 


Volume XL, 1950 
($6.00 a Volume) e 


~ 


"The American Economic Review, March, June, September, and December; each, 
Supplement (No. 2—May) eer ‘Annual Meeting 


Papers and Proceedings. What Planning and How Much Is Compatible ` 
with a Market Economy—Recent European Experience; Capitalism and 
Monopolistic Competition—I. The Theory of Oligopoly, IL Can the Amer- 
- ican Economy Be Made More Competitive; -Capitalism and Economic 
Progress; Stabilizing the Economy—-The Employment Act of 1946 in 
. Operation; ee of an Advanced Defense Economy; Transportation i in’ 


` ` 
~ r Sen 
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1.50 


1.25 
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816 oe. oe AMERICAN ECONOMIC "ASSOCIATION. Sita, ites 2 

cani and Socialized Economies; Can Capitalism Dispense with Free ae 

` ‘Labor Markets; Capitalism and Equality of Income; Tax Structure and - - 

` Private Enterprise: -Economic Power, Blocs and. American Capitalism ; Soke os 
American Capitalism—-Where Are We Going; U. S. Foreign Investment-in ` >`” 
Underdeveloped Areas; Economic Policy in Occupied Germany. Pp. .650. $2.00 
Supplement.—Supplement to 1948 Directory. Pp. 41. : ` 1.00 
Supplement No. 2.-—The Teaching of “Undergraduate Economics. Pp. 226. 2.00 


Volume xi, 19351 


($6.00 ‘a -Volume) i : E 
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